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PREFACE 


The ^er^an edition of tlii% book was written in 1929 
and 1930, and published early in 1931 under the title 
Boi senkredit, Industriehedit und Kapitalhildung 
The book was No 3 in the series Beitrage z%it Kou'junk- 
turforsclvmig of the Austrian Institute for Trade Cycle 
Research 

The English translation was done from the German 
edition after I had made considerable revisions of, 
and additions to, the original test The eight years 
that have passed since the first edition have seen a 
rapid development of economic thought Naturally, 
my own ideas have not stood still There are a few 
things of which I have become more certain than I 
was eight years ago , but there are many things of 
which I was cocksure then — and am very uncertain 
now My views have changed not onlj concerning the 
truth-value or probability-value, but also concerning 
the practical significance of many a statement 

Under these circumstances the decision as to how 
to adapt the present English edition of my book was 
not easy Three ways were open to me (1) to leave 
the original test unchanged , (2) to revise the text and 
add whatever seemed necessary, or (3) to rewrite the 
whole book 

The first of these possibilities is, I feel, appropriate 
only for a book which m the form in which it was 
first published has given rise to so much discussion 
m print that a revised edition would render unintelh- 
gible what the critics and commentators have had to 
remark This is true for all ^ ^classics, and also 
for some recent books, such as D H Robertson^s 
Banking Policy and the Price Level, J M Keynes’ 
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TreaUse on Money and General Theory, F A Hayek’s 
Prices and^ Prodwtion These books should not be 
permitted to be substantially revised in new editions, 
because the discussion of their theses and elaborations 
of them in books and articles by their critics is 'Some- 
times of no smaller importance than the original 
works A relationship of complementarity has 
developed between the original statements and the 
critical comments 

Such considerations were not pertinent to my first 
edition My choice, then, was only between a com- 
pletely rewritten and a largely revised edition 
Eevision was more troublesome Yet, in consideration 
of whatever discussion my first edition has brought 
forth, I decided in favour of a revised edition which 
would still contain all those propositions which have 
found the friendly or unfriendly attention of my 
critics “"To give an example I should have been 
inclined to omit most of mv remarks on ‘‘transfer 
payments’’ (Zessionszahlungen), had it not been for 
the interesting comments which Mr Koopmans 
devoted to them ^ Thus, I felt obliged to elaborate 
and qualify statements, the simple omission of which 
would have saved me much time I felt obliged, 
moreover, to adhere by and large to the original 
organization of the book, although certain rearrange- 
ments would have commended themselves I left the 
original structure as it was, except for the splitting 
up of one chapter into three, and the insertion of 
three new chapters (Til, VIII, and IX) This 
accounts for the 17 chapters of the present book as 
compared with the 12 of the first edition In order 
to facilitate a comparison, a table is given below 


^ J G Koopmans, “ Zum Problem dea neutralen Geldes*” Beitraae 
zur Geldtheoriz, ed F A Hayek 
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indicating tlie major changes of, and additions to, the 
text of the first edition * 

A word of apology may be needed in order to appease 
teiminological fanatics who refuse to understand terms 
in any naeaning other thaa. that which they have 
been assigned in the newest Keynesian language The 
present book adheres to pre-Keynesian language, 
employing terms such as Saving and Hoarding in the 
traditional sense (corresponding most nearly to D H 
Robertson’s definitions) In order to avoid mis- 
understandings I inserted in some places the adjective 
‘ 'intended” or ^'voluntary” before the word Saving 
It IS to be hoped that the terminological prejudices 
which have developed in recent years mil soon give 
way to the desire to understand what the others say 
no matter in what language they say it 

Some explanation of the relatively high d^ree of 
abstraction in several chapters of this book may be 
in order Studies of the stock market are usually of 
the nature of more factual descriptions, and refrain 
from theoretical speculation about underlying relation- 
ships between stock-exchange speculation and the 
capital structure (production structure) of the 
economy It is, however, my firm belief that little 
can be said about the economics of the stock exchange 
without going below the surface and searching into 
the invisible connexions between visible phenomena 
I am fuEy aware of the suspicions which the practical 
man often entertains regarding abstract arguments 
I can only warn the practical stock-market expert who 
plans to read this volume of the fact that on many 
points he will have to follow me through intensive 
speculation He may perhaps confine his reading to 
Chapters III-IX and XYI-XVII, thus omitting the 
chapters where the discussion seems to be far off his 
special field of interest 

Ml 
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Following tlie tradition of pieface-wiiting, I wish 
to take the opportunity to acknowledge my indebted- 
ness to ail those who have aided me in shaping my 
ideas on the problems discussed in this book^ My 
greatest debt is due to group of loyal fiuencfs and 
distingnished economists who became known to the 
world outside of Vienna as the Neo -Austrians ^ but 
who considered themselves during the years of their 
close collaboration as members of the ^^Mises-Kreis ’’ 
I mention particularly Professor Ludwig von Mises, 
now at the Institut TJniversitaire des Hautes Etudes 
Internationales in Geneva , Professor Friedrich A von 
Hayek, now at the University of London, and Professor 
Gottfried von Haberler, now at Harvard University 
More acknowledgments are due for the form and 
content of the present English edition First of all 
I wish to thank Dr Vera Smith for the stylistic skill 
which she has lent to the translation Furthermore, 
I have to thank several of my colleagues of the Uni- 
versity of Buffalo, who advised me in matters of 
presentation and exposition , Professor Albert L 
Meyers, at piesent of the Agricultural Adjustment 
Administration in Washington, who has read the 
whole manusciipt, Mr Bradford B Smith, Economist 
of the Hew York Stock Exchange, Professor V^ilford 
Eiteman, Duke University, who furnished valuable 
information, and Mr Joseph G Crost, who compiled 
the statistical tables for Appendix C 

Feitz Machlxtp 

ES — A delay m the publication of the book enabled me 
to bring most of the statistical senes in the tables to 
Appendices C and D up to the middle of 1939 F M 


BurrAiiO, N Y , December^ 1939 



Comparison between the Present ino the First 


Edition 

• 

Chapter and section 

{ Revisions oradditions 

Chapter and aectioa 

in the present book 

1 as Urgcitinst fiisL 

j edition 

in the first edition 

• 

CJi I 1-4 

1 negligible 

Ch I 1-4 

Ch 4-5 

1 neg^ligible 

Ch II 4-5 

•6, 7,8 

( minor • 

1 ^ 

9 

1 negligible 

7 

Ch III 10-21 

negligible 

Ch III 8-19 

22 

minor 

20 

Ch IV 23-31 

minor 

Ch IV 21 29 

Ch V 32-33 

negligible 

Ch IV 30 31 

34 

completely new 

— , 

35 

negligible 

33 

Ch VI 36-41 

negligible 

Ch V 36-41 

42-47 

substantial 

42>45 

48 

j negligible 

46 

Ch VII 49-58 

1 completely new 

— 

Ch VIII 59-64 1 

1 completely new 

— 

Ch IX 65-68 

completely new 

— 

Ch X 69-71 

substantial 

Ch IV 34-36 

Ch XI 72-74 

negligible 

Ch VI 47 49 

Ch XII 75-76 

substantial 

Ch VII 50-61 

77-78 

negligcible 

62-53 

79-81 

substantial 

64-66 

82 

completely new' 

— 

83 

! minor 

67 

Oh XIII 84-89 

negligible 

Ch VIII 58-63 

90-91 

1 minor 

64-66 

Ch XIV 92-96 

negligible 

Ch IX 66 70 

Ch XV 97 

negligible 

Ch X 71 

98 

substantial 

72 

99-100 1 

negligible 

73-74 

Ch XVI 101-102 

1 substantial 

Ch XI 75 76 

103-104 

negligible 

77-78 

105-106 

minor 

79-80 

107 

negligible 

81-82 

108 

completely new 

_ 

109 

substantial f 

83 

Ch XVII no 

negligible 

Ch XII 84 

111-114 

substantial 

85-87 

115 

completely new 

1 

— . 

N'ote — Revisions or additions are called negligible if they are confined 

merely to slightly changed formulations of otherwise un 

changed ideas , 

minor if several paragraphs are reformulated, 

or qualifications added substantial if elaborations or qualifica 

tions impl\ changes in ideas or in emphasis , coTnpletdy new 

if the whole section was not contamec 

1 in the first edition 

h 

IX 

• 



From the Preface to the German Edition 


Ourrent affairs iiave prompted tkis study of the 
relationsliips between tlie stock market, credit, and 
capital formation The growth of stock-exchange 
credits during the prosperity period evoked the 
interest, and in some part the serious concern, of 
those in charge of economic and monetary policy 
Lending to the stock exchange was officially assailed 
during recent years in Germany (1927) and in 
the United States (1928-1929) Intervention against 
stock-exchange lending was undertaken supposedly in 
defence^of industrial interests This resulted in lively 
discussion of the problems involved, in the daily 
papers as well as in economic periodicals 

In a paper read before the N ationalokonoTrasche 
Gesellschaft in Vienna, on 25th April, 1930, I dis- 
cussed the problem of stock-exchange credit My 

paper contained the essential theses of this book A 
discussion followed which gave rise to significant 
comments by several eminently competent economists 
Many of the remarks of the participants in the dis- 
cussion have been embodied in this book 

Fritz Machlxjp 


Vienna, May , 1931 
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CHAPTER I 


CoSlPHTITIOH IH THE CREDIT MARKET 

1 The vario-us types of borrowers, ^ho compete for 
the limited supply of credit, evoke very different senti- 
ments among critical observers of the economic system 
The class of borrowers which is least sympathetically 
regarded by the critics is that which uses the pur- ^.ntipathiea 
chasing power, put at its disposal, on the stock 
exchange This is not surprising considering the 
attitude adopted by a large section of the community 
towards stock exchanges, towards the business that is 
transacted thereon, and towards the people who 
frequent them In so far as this is the mere expression 

of the resentment of the general public toward the 
^^e£L8y” and ^^effortless’^ gains of traders on the stock 
exchange, or the contempt of the morahsts for “un- 
scrupulous^^ speculation^ or even the lack of respect 
of naive economic politicians for every kind of activity 
which IS unproductive in a technical-physical sense, 
there is no scientific problem involved But there 
are serious scientific problems involved in the 
arguments of many economists who have come to take 
sides with or against particular classes of borrowers 

2 It is a fundamental proposition of the theory of 
value and prices, and one which is to be found with- 
out exception in every introductory text to economics, 
that under conditions of perfect competition the avail- 

1 Concernmg the attempts to judge economic affairs from a 
moral standpoint, Max Weber said ‘*A highly developed stock 
exchange cannot be a club for the cult of ethics *’ Max Weber, 

Gucmmelte Aufsdtz^ zur Soztologte und SoztalfoUtik, Tubingen 
1924, p 321 
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able supply of any commodity will go to those buyers 
who offer the highest price for it Whether we tate 
the popular example of the horse market, or the orange 
market, or any other textbook example, there are 
always ^^excluded buyers^ ^ who are squee25ed ^ut of 
the market because other buyers outbid them The 
pricing mechanism works in such a way as to distri- 
bute the limited supply among those who offer most, 
and to restrict the quantity demanded to the quantity 
supplied 

This explanation of the exchange mechanism 
constantly called for treatment of the problem of the 
comparability of the intensity of wants of different 
persons, otherwise it was open to question whether 
the result might not he to satisfy '^less important’^ 
wants while leaving ^'more important’^ wants unsatis- 
fied It was only when the impossibility of measuring 
the ne^ds of different individuals came to he recognized 
that most economists decided to he content with a 
general prefatory reservation and to assume, for all 
practical purposes, that the amounts of money offered 
were the measure of the importance of wants 

It is a common experience to find that objections 
which have been disposed of in the early stages of 
an analysis, obstinately re-emerge at later stages The 
same objection which was dealt with and turned away 
xn building the foundation of a structure is liable 
to reappear, often in another guise, a story higher, 
where It requires to he dealt with anew Thus the 
objection that economic importance or urgency should 
he measured in terms of indices other than the 
monetary expression on the free market^ makes its 
reappearance in connexion with the controversy on 
productivity, where it takes the form of the question 
whethe;r the distribution of productive factors in 
the exchange economy does actually tend toward 

2 
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securing the maximum product A systematic 
adherence to the basic assumptions of pjire theory 
led to the conclusion that the ^^productiYity objec- 
tive^’ was realized by pursuing the ^ ^profit motive ” 

It ai^f>eared to those who h|td previously disposed of 
the difficulty of ranging economic ends in order 
of importance, that it was impossible to construct a —and profits 
productivity concept which was aivorced from the ofproduc 
concept of projdt and which was at the same time 
unobjectionable from a methodological standpoint, 
and that pure economic theory must be satisfied with 
the profit standard 

But even those economists who accept this thesis 
have new pangs of conscience when they come to treat 
specialized problems, and again find themselves doubt- 
ing the rationality of the results established by the 
working of the free market And so they begin to 
re-examine exchange transactions from the standpoint 
of whether it would not be ^‘better for society” if 
a different set of people were successful in obtaining 
what the market had to offer 


This IS essentially what lies at the heart of the 
problem of the distribution of the available supply of 
credit among the various borrowers When at certain 


times a large part of the credit supply is ^^taken up” The stock 
by the stock exchange, because it is the strongest 
bidder on the credit market, critical observers remark 
that ^‘xt is a shame that the stock exchange should credit 


have secured credits of which industry could have 


made much better use ” 


The adherent of laissez-fatre economics may decline No problem 
from the beginning even to examine the question 
whether ^ ^industry” entitled to” credits in prefer- stalwart 

ence to the *%tock exchange ” He may avoid con- 
sidering the motives, conclusions and false deductions 
of the critic, by having recourse to the argument that 

3 
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it IS absurd botb. tbeoretically and practically to 
combat tb^ results of free competition for credit Tbe 
adoption of tbis attitude precludes all discussion before 
it bas begun Tbe reasoning behind would run some- 
what as follows ^'If the credits were taken ap by 
the stock exchange, tbe stock exchange was obviously 
able to outbid the other potential borrowers by paying 
a higher rate of interest, and it was undoubtedly 
enabled to do this by reason of its more profitable 
opportunities for employing tbe borrowed purchasing 
power The employment of credit on the stock 
exchange being more profitable than elsewhere, it 
follows that the credit is being put to its most pro- 
ductive use, and any further argument is beside tbe 
pomt 

There are several reasons why tbe present author's 
intention is not to dispose of tbe problem in this 
simple^' manner, but to examine it in detail First, 
it bas to be recognized that tbe thesis that tbe pro- 
ductivity concept can be interpreted in terms of tbe 
profit principle is no longer universally accepted by 
pure theorists and still less by politicians. Secondly, 
the logic of tbe conclusions should be tested no matter 
whether or not tbe premises appear acceptable* 
Finally, tbe main problem is linked up with a whole 
series of subsidiary problems ^bose detailed treatment 
IS botb important and interesting 

3 There is added reason for studying tbe problem 
of tbe distribution of tbe available supply of credit 
even for one whose faith in tbe working of free com- 
petition IS unshaken One of tbe most important data 
m tbe whole problem, tbe supply of credit itself, is 
in fact partly determined by political factors, and thus 
IB not tbe result of tbe play of free forces The 
modern organization of money and credit is such that 
it enables tbe banks to ^ ^create" credit (i.e ^ ip grant 
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credit in excess of tlie proceeds of intended sayings) 
and tlixis makes tlie credit supply partly dependent on 
considerations of a politico-economic nature But if 
tke Supply of credit is manipulated quantitati'vely, 
why siioulrl not its distributioii among various classes of 
borrowers be manipulated also^ 

We bave, then, to examine the economic arguments 
against a particular distribution of credit, and 
especially against tbe granting of credit to the stock 
exchange The problem of the granting of credit to 
the stock exchange is but one aspect of the important 
group of questions which are usually dealt with under 
the heading ^^quantitative versus qualitative^’ control 
of credit The examination of these problems will of 
course necessitate reference, at many junctures, to 
the elements of credit theory It is, moreover, of the 
nature of credit theory that it links up with the theory 
of capital formation on the one side, and the theory 
of money on the other In dealing with these topics 
we shall be dealing with crucial problems of trade- 
cycle theory 


f he problan 
13 one of 
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control of 
credit 



CHAPTEE II 

#» 

CONCEPTS USED AND PEOBLEMS DISCUSSED 


It IS said that 
the stock 
exchange 
absorbs 
capital 


This oonten 
feLon contains 
ambigttous 
tenns. 


4 Our main task in discussing tlie question of stock 
exckange credit is to examine tke assertion that ^HTie 
stock exchange aisorhs capital ” This contention is 
the chief indictment in the case against stock exchange 
credit This is evident from the fact that Cassel, 
the leading defender of stock exchange credit, used 
the same words in the title of two of his articles on 
the subject One of these is entitled "^^Does the 
Security Market absorb Capital?”^ and the other 
“Does the Stock Exchange absorb Capital 
Undoubtedly the discussion has suffered a good deal 
from the lack of uniformity in the use of terms Not 
only did the various writers attach different meanings 
to certain technical terms, but also one and the same 
author often used the same term in vastly different 
senses in one and the same publication The most 
obvious and most serious of these confusions is cqi^t^ 
nected with the concept of capital But even the tefcm 
“stock exchange^ ^ does not always signify the same 
thing, and exactly what is meant by “absorption of 
capital’ has seldom been unambiguously defined 
With reference to this last expression it is worth 
noting that it may be possible to have the use of 
something without depriving someone else of it Stock 
exchange speculation has often been held to be just 
such a case, to the effect that while it needs capital 
it does not withdraw it from other uses However, 


1 The PrmhfmUr ZtUPmgy Stb May, 1927 
^ Quarterly Beporfe of the ShmdtnavisLa Kred%tahtiebolag&t. 
April, 1029 
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it IS apparent that the charge of ‘^usxng’* credit must, 
if it IS to be an ^ ^indictment/’ refer to a reS.1 ^^absorp- What 
tion/’ that IS to say^ the w^thhold^ng of capital from 
etherises Ifow the alleged absorption may be either 
permanen‘4 or temporary • 

Disregarding the general public and certain journal- 
istic writings, the yiew that 'permanent capital absorp- Some thmk of 
tion took place was most emphatically advanced by 
Eberstadt^ and more recently by Moulton ^ Eberstadt, 
for instance, speaks explicitly of ^^capital formation 
for speculative purposes”® and of accumulated capital 
being ^^sucked up” by speculation And Moulton, 
likewise, believes that ^^money savings” or ‘^available 
investment money” were “absorbed” and ^^dissi- 
pated”® by the stock market boom As against these 
assertions most of the proponents of the anti-stock-' 
exchange view claimed only that there xs a temporary —others of a 
tying up of capital by the security markets We 
shall have to discuss in detail later how far this 
temporary absorption is possible and how far it is 
probable Oassel, for example, is not ready to admit 
even of this temporary tying up of capital 


5 In regard to the definition of the term “stock 
exchange” which is relevant here, it may be helpful 
to point out that we are interested for the purposes 
of this study in the “stock exchange as a borrower” 

This might be interpreted as including all persons exchange”?— 
who use borrowed funds to acquire securities or it 
might mean only that narrower group of people who 
hold shares temporarily (usually for purposes of profit- 
ing from changes in their prices) As to that narrower 
group, it IS not unimportant to make a distinction 

3 R Eberstadt, JOer d&uUche, Kafitalmorhi, Leipzig 1901 

^ Harold G Moulton, The Formatxon of Capital^ Washington, 

B C , The Brookings Institution, 1956 
^ ^ Op , p 25 

6 Op at , p 161 
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— stock 
exchange 
members 
only ’ — 


— or all 
buyers and 
sellers of 
seourities ’ 


betweea speculation by professional operators and 
speculatioif by tbe public Wbetber or not tbe 
majority of writers on speculation bave bad in mind 
only trading by professional speculators, our ii^vesti- 
gations will bave to include amateur speculators, and 
in fact all people wbo bave anything to do witb 
security markets ' 


6 Tbe use of tbe capital concept, or, more 
accurately, of tbe capital concepts,® bas been tbe source 
Qf infinite confusion, a ^^second confusion of tongues, a 
aver the second Babel ^^Our science cannot possibly concede 
^ right to its students for all time to call ten or twelve 

fundamentally different things by tbe same name ” 
Thus wrote Bobm-Bawerk^ in 1888 How much uni- 
formity of terminology is there now in tbe twentieth 
century? Tbe ^'capitaB^ which is ^^drained away^^ or 
*^dissipated^^ is evidently something quite different 
from tbe ‘ ^capita? ^ which is ^ ^replaced’ ^ by new and 
more productive capital Tbe ^^capitaB’ which ^^flows 
ovex’^ from tbe money maiket onto tbe capital market 
IS again not tbe same thing as tbe ^“^capitar^ which 
IS ^ ‘built up’^ out of borrowed credit It would be 
possible to give several pages of examples of this 
kind Tbe words of Carl Monger written half a 
century ago are just as true to-day “There are,^^ 
be said,^ “as many different and equally confused 


7 See m this connexion the instructive section on the personnel 
of the security markets in W Prion, Die Pretshil^'ung an d^r 
Wtrtpapierhdrse, second edition, Munehen, Leipzig 1929 

s The remarks of this section follow along much the same lines 
as my ^ticle “Begriffliches und Xermmologisches zur Kapitals- 
theone** in the ZettscTmfi fur NatwnaLbhonoTmt^ Vol II, No 4, 
Vienna 1931 

3 Eugen von Bohm Bawerk, Ka'^tcd und Kafitalzms^ Positive 
Theone des Kaj^taUj fourth edition, Jena 1921, p 16 (first 
edition, Vienna 1888) (p 23 of the English edition) 

1 Ibid , p 29 (p 36 of the Enghsh edition) 

^ Carl Menger, ‘*Zur Theorie des Kapitales,” in the JahthUch^r 
fUr Nationalbhorumi^ und Statistih, New Senes, Vol 17, p 1 
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ideas as to wliat is the nature of capital as there 
are authors ” It is almost unheli enable -yiat, many 
decades after the publication of Bohm-Baweik^s 
Fosit^e Theory y we should haye to recall these words 
not as a •historical reminiscence but as relevant to 
the present day ^ 

The inadequacy of terms has made it customaij to 
designate the produced means of production, and the 
funds made available for the construction of such 
goods, and the funds already invested in such goods, 
all by the same word ^ ^capital The misunderstand- 
ings to which this was b6und to give rise, and which 
have indeed had extiemely unfortunate results, can 
only be avoided if we determine to make the multi- 
plicity of concepts clear by giving them different 
names Whether we continue to designate one of 
the concepts by the term ‘^capitaF^ pure and simple, 
and look for new terms for the others, or whether we 
merely decide to use the word capital always with 
a qualifying adjective, is essentially a matter of 
indifference so long as the majority of economists 
accept the new nomenclature 

It IS now customary to call the produced means of 
production '^capital goods^^ or ^‘real capital The 
funds available for the construction or acquisition of 
real capital are very conveniently described by the 

3 It must bs admitted that the reason is largely to be found 
in a peculiarity of Bohm Bawerk’s own theory This peculiarity 
IS that while giving a very fruitful definition to one concept of 
capital — the concept of capital goods, which covers the produced 
means of production — he omitted to give a name to a second 
concept which is ' both a part of common speech and of great 
importance analytically, viz , the fnnds which are made available 
for the construction of capital goods Bohm Bawerk himself was 
fuUy conscious of the omission and he explained the *‘incon 
gruency’* between his capital concept and hxs interest theory as 
due to “considerations of terminological discipline (The capital 
goods concept was the concept of capital which was most widely 
accepted m Bohm’s time ) He states that it would have been more 
to his liking “to have chosen some other concept of capital as the 
primary concept, one which would have been more in harmony 
With fundamental ideas of capital theory’* {op c%t , p 91) 
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term ‘^money capital Another concept wkich is 
some wkat ^broader tban ^^money capital^’ is occasion- 
ally found useful, especially for a theory of a money- 
less exchange economy, for some years past OasseVs 
term ^^capital disposaV^ ^as been used in the sense of 
power of disposal over goods which are used for the 
construction or acquisition of real capital This con- 
cepl; of capital disposal was adopted in a great deal 
of the German literature ^ 

Bohm-Bawerk rejected the conceptual isolation of 
a ^^power of disposal’^ over an object from the object 
itself and reverted to the use of the word ^^capitaB^ 
for describing ^‘capital goods ” Capital goods are 
sometimes called ^ ^future goods^^ because they are 
the produced means of production which do not yield 
consumable services until some future time The need 
to distinguish between the power to acquire goods for 
use in^ the capitalistic process (capital disposal or 
money capital) and the capital goods themselves (real 
capital) becomes apparent as soon as we introduce 
the assumptions of an exchange economy For readers 
faced with the phrase ^^the supply of capitaB’ cannot 
always be sure whether it refers to the supply of 
capital goods or to the supply of money capital This 
is particularly awkward in discussions of the situation 
on the capital market, the function of which is to 
facilitate the exchange of money capital against titles 

4 The concept of capital diisposal is closely allied to Garl 
Menger’s capital concept It is, however, not very euphonious and 
sometimes, in certain juxtapositions, gives rise to tautological 
expressions (as when we refer to an entrepreneur’s “disposing 
over capital disposal”) Nevertheless, a large number of writers, 
especially the followers of Adolf Weber, have adopted this 
terminology A detailed study of the problems connected with 
coital disposal has been maae by Georg Halm in his article, 
“jDas Zmsproblem am Geld-und Kapitalmarkt,” JahThucher fur 
Nattonalohonomie und Btatistih, Third Series, Vol 70, Jena 192h, 
and also in his more recent article, “War ten und Kapitaldwosi 
tion,” JaJirhucher fur Nationaloluonomie und Stutiatth) Third 
Senes, Vol 76, Jena 1952 
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to real capital TKe more common practice at the 
present time is to consider the supply of ^^^capitaP' 
not as the supply of ^‘future goods'^ but as the supply 
of ‘^present purchasing power’’ which is oftered in 
exch^ge |or them Many people, howeyer, insist on 
taking the opposite course, and considerable confusion 
has been the consequence The G-erman writer Schulze- 
Qaevernitz^ for example, in his widely read monograph 
on the German credit market/ says ^^The market for 
fixed capital, such as factory buildings and machines, 
that IS to say, the supply of fixed capital in exchange 
for long-term creditor rights, is what is called the 
capital market ” This makes it appear as though 
both parties in the capital market offer ‘^future goods” 
in exchange — the one machines and the other securi- 
ties — and the present goods (money or abstract pur- 
chasing power) fall right out of the picture In actual 
fact the ‘Tong-term creditor rights” concerned, are 
identical with the titles to real capital or its return, 
and these titles are offered in exchange for money 
capital Thus what takes place on the capital market 
is an exchange of rights in or over capital in the 
Bohm-Bawerkian sense (i e , capital goods) against 
capital in the Menger-Cassel sense (i e , money capital 
or capital disposal) It is of course immaterial which 
of the two parties is regarded as constituting the 
demand side and which the supply side the one offers 
money capital in exchange for rights oyer real capital, 
and the other offers rights over real capital in ex- 
change for money capital 

The didactical yalue of the concept of capital dis- 
posal IS apparent in the theory of saying and capital 
formation Por a long time there was much diyersity 
of opinion as to what was the real nature of saying 

s G von Schulze Graevernitz, “Die deutsche Kreditbank,” m 
Qru7Ldr%8& der SozudbhOTLOTme, V Abt , II Teil, Tubingen 1916, 
P 77 
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It was denied that saving was the necessary condition 
of capital, formation, because real capital was not 
saved but produced It was denied that consumption 
goods were saved, since accumulated stocks of com 
sumption goods were ncjfc capital Finally, it came 
to be recognized that it is the services of the factors 
of production that are saved, but this conception is 
one that is rather far removed from the concretely 
observable phenomena of economic life An offer of 
capital IS not in itself an offer of productive factors 
If we make use of the term ^'capital disposal’^ how- 
ever, we can express the idea as follows the saver 
provides the entrepreneur with capital disposal thereby 
giving him command over the services of productive 
resources of which the saver has forgone the present 
(or near future) enjoyment 
Bohm-Bawerk may have been searching for a 
Bimilaf" term, as, for example, when he says that the 
community invests ‘Vhat is saved/ ^ and that, when 
^^it^’ is transferred in the form' of prodpcers^ credit, 
it increases the purchasing power available to pro- 
ducers for productive purposes and finally leads to a 
changed ‘^disposition’^ over the factors of production ® 
Why, it may he asked, should not this “something,” 
which leads to a change in the disposal of the factors 
Tlie proceeds of production, simply be called “savings” or “saved 
funds,” thus avoiding the need fdr the clumsy expres- 
capital QiQ-jx ^ ^capital disposal” or even for the term “money 
capital” ? 

7 The concepts of capital disposal and money capital 
Honey include more than savings They include in addition 
also current replacement funds {amoTtization cap%tal) 
^y replace of the economic system which are available for rein- 
vestment Savings previously invested in durable 

® Op, cit , p 149 {pp 116 and 116 of English edition) 
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capital goods become free agaxiii by way of deprecia- 
tion allowances, and these, as a part of the gross 
receipts, constitute money capital or ^‘free capital 
disposal They do not, however, represent any 
increase in the total capital resources of the com- 
munity ^he current inflow to replacement funds 
represents free capital disposal available for the 
construction or reconstruction of real capital exactly 
as do the proceeds of current new savings 

As far as producers^ goods industries are concerned, 
the sales-proceeds of the sellers of these producers^ 
goods are identical with the investment in them by 
the purchasers of these goods The amortization allow- 
ances, which are a part of the sales-proeeeds and 
which now become available to the seller for reinvest- 
ment, are thus part of the investment of the buyer 
What this means, however, is simply that the release 
of money capital at one stage of production is csDunter- 
balanced by a tying up of money capital in the next 
stage Erom the point of view of the economic system 
as a whole the money capital of the replacement fund 
is ultimately collected from the consumers by the 
sale of the final product to them The pnce of the 
final consumable product, provided that the expecta- 
tions of all the producers concerned are realized, 
contains the various contributions to the replacement 
funds of all the earlier stages of production Thus, 
it is the consumer, who, in paying the price of the 
consumption goods, is mating the replacement capital 
available to the producers, should the latter care to 
reinvest Nonetheless, m a money economy where 
the various stages of production are not integrated 
but constitute independent financial units, where each 
sells to another, the replacement funds realized at 
each stage have to be regarded as liquid money capital 
The case is similar for so-called working ca/pital or 
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circulating capital From the point of view of the 
economy as a whole the liquidated working capital 
—and by turn cannot all he regarded as free capital disposal, the 
ing^oapi^l^^ working capital of the producers in the intermediate 
stages IS only ^Hnrned oyer/^ and is made free to 
the individual firm to fhe extent that the producers 
m the next succeeding stage of production tie up 
their working capital It is only when the whole 
production process has been profitably completed, and 
the finished product has been sold to the consumer 
that the capital disposal embodied in circulating 
capital becomes free and available for reinvestment 
It IS possible, though not customary, to call this a 
case of amortization amortization takes place at the 
successful conclusion of the technical process of pro- 
duction to the extent of 100% for capital goods which 
are used up in the single process, and of smaller 
perceriftages for durable capital goods In neither case, 
is it possible to talk of an automatic ‘^^reproduction 
of capital It is truer to say that it depends entirely 
on the entrepreneurs as capitalists whether the funds 
which are made free by the successful conduct of their 
business, shall he ^^put back^^ and reinvested 

Capital disposal or money capital is however a term 
which includes not only saved or resaved purchasing 
power, 1 e , new saving and maintained saving, hut 
also new purchasing power created by way of bank 
credit This, too, gives command over the services 
of productive factors for the production of capital 
—and may goods, and is thus capital disposal There i^emains one 
from credit other source of purchasing power which belongs to the 
SshoTrd^^ same category, viz , liquid cash balances which 
suddenly come to he considered by their holders as 
excessive liquid reserves, and are consequently drawn 
on for the purchase of production goods and productive 
services A concept of money capital which includes 
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current savings^ cuTrent reglacement allowances. There are 
currently hquidated worLing capital, and also new soloes of 
hank credit and disbursements of surplus cas% 'balances ot 
IS in complete conformity witb tbe facts of practical capital 
econo»uc life as they appear to tbe ordinary observer 
wbo is otherwise unacquainted with economic theory 
The inclusion of all purchasing power, which is not 
used for consumption purposes, irrespective of its 
source, brings the concept into harmony with the 
popular conception of money capital The fact that 
^ inflationary^ ^ credit is grouped under a common head 
along with credit granted out of voluntary savings 
should not however blind us to their different nature 
A more detailed analysis of the alternative sources 
of the supply of money capital reveals marked differ- 
ences in their effects on economic development ^ 

If we define money capital as sums of money which 
are available for the purchase of productive goods and 
services, and ascribe these funds to five mam sources, 
we must be clear on the following points In the 
first place it must be realized that we are using 
^‘money^^ in the widest sense of the term to include 
checkmg accounts at the banks (It is commonly 
recognized that in the Umted States and England ^epo^ts 
where the major part of money transactions are carried 
out by the way of cheque payments, new bank credit is 
an important source of new money capital ) Eurther, it 
IB important to recognize that it is impossible to draw 
rigid Imes between the five sources of the flow of 
money capital We propose to distmguish (1) the 
supply of current savings, (2) the current inflow to 
the replacement fund, (S) the proceeds of the turn- 

7 If current saving is regarded as the result of strictly voluntary 
and spontaneous acts of income recipients, one ought to distinguish 
two more sources of supply of investible funds fiscal savings, 

1 e , tax receipts used for investment purposes, and compulsory 
insurance funds, i e , contributions to social security reserves^ 
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over of working capital, (4) additional purchasing 
power created by way of bank credit, and (5) dis- 
bursements out of surplus cash balances The distri- 
bution of the gross receipts of a business man or of 
a firm between (1), (2) and (3) is somewhat arbitrary 
or at least a matter of sCibjective estimate "" That part 
of the gross receipts which is allocated to the coveiing 
of direct costs of production and which represents 
liquidated working capital is not definitely determin- 
able This IS true in so far as “the direct costs, 
especially the prices of raw materials, are subject to 
fluctuations, and hidden reserves may be built up in 
the valuation of stocks of raw materials still on hand 
This blurs the line between new savings and liquidated 
working capital The part of gross receipts which is 
regarded as belonging to the replacement fund is still 
less capable of precise determination It is only too 
—or between well known that the amount of depreciation of fixed 
andrepUc? capital through wear and tear and obsolescence is 
purely a matter of conjecture If the depreciation 
allowances are conservative the replacement fund will 
appear to be larger^ and saving out of business profits 
smaller,' and if less liberal allowances are ihade for 
depreciation the figure for saving out of profits will be 
swollen at the expense of the replacement fund The 
role played by the valuation of assets in the process 
of calculating the net income of firms and individuals, 
and correspondingly in the calculation of the amount 
which IS regarded as having been saved, is sufficiently 
familiar ^ These few remarks show that there can 
be no clear line of division between the supply of 
money capital derived respectively from the proceeds 
of savings, replacement funds, and liquidated working 

s See tbe excellent analysis of tbis problem by G Myrdal, 
Gleichgewichtsbegrrff ala Instrument der geldtbeoretischen 
Analyse,** in zur Geldtheorie, edited by F A Hayek, 

Vienna 1935 
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capital Id a later cliapter it will also be sbown 

tbat the division between these three sources of money 

capital on the one hand and credit expansion on the betTveen 

other cannot be made with the necessary clarity We and cr^Te^ 

shall %ee that there is no simple way of dividing bank 

credit into a supply of current new savings and a 

supply of inflationary purchasing power, we shall 

also find that disbursements out of replacement funds —or between 

and liquid working capital are often difficult to dis- fun^sTwork 

tinguish from increased disbursements out of surplus capital, 

7 1 1 ITT 1 1 surplus 

cash balances And there are other cases where reality cash balances. 

cannot be nicely sorted into our ^^boxes 


8 Money capital, no matter what is its source, is 
by definition available for the production of capital 
goods The concept of capital disposal, which may 
in many cases be used synonymously with money 
capital, has, however, been defined by many ^uthors 
m another way which largely robs it of its usefulness 
Thus Cassel, Adolf Weber and some of their pupils 
do not restrict the term ^ ^capital disposaP^ to the 
aggregate of the funds available for the formation ' 
or creation of real capital, hut include as well the 
funds already invested in the existing stock of real 
capital It would have been more useful if the term ^ 

^‘capital disposah^ had been applied exclusively One should 
to the free, disposable funds ready to be trans- bSween^ree 
formed into future goods (real capital), and had 
been contrasted with the funds already invested, mrested 
especially since the latter are represented by 
"already existing real capital There is no possibility 
of any further ^^disposar^ over this ^^capital which 
is invested and mot available for other productive 
purposes^^^, yet the authors of the term ‘^capital dia- 
posaP^ did intend it to include these already invested 

9 Carl Menger, OrundtStze dir Volhiviirttchaftslehre, Vienna 
1871, p 134 
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funds Tkey may point to tlie fact tKat from tKe 
standpoint of the individual firm, every item of real 
capital can be reconverted into ‘^free capital disposal/^ 
and that for the determination of interest rates the 
invested as well as the free capital disposal (^^is of 
importance ^ 

The theory of interest, however, is^ just where the 
distinction between free and invested capital disposal 
becomes important, since it is only free capital dis- 
posal, or, that IS, money capital, which constitutes 
the supply side of the credit market What is called, 
for short, ^ ^capital supply’^ on the credit market is 
the supply of freely disposable money which comes 
from the sources mentioned above the proceeds of 
savings, replacement funds, liquidated working 
capital, surplus cash reserves and credit creation by 
the hanks Among the determining factors on the 
demand side of the credit market is the quantity of 
capital disposal already invested or, more accurately^ 
the existing stock of real capital/ because it is this 
which affects the expected returns of fresh investment 
opportunities, i e , the marginal productivity of 
capital ^ 

The two capital concepts, real capital and money 
capital,^ are adequate for all essential purposes of 
economic analysis It is fairly obvious that both 
capital concepts, that is, the provision of money capital 
and its investment in real capital, are relevant to 


Friedrich A Hayek, Momtary Theory and the Trade Cycle y 
London 1932, p 208 

1 There is no great difference between Bohm Bawerk*s concept 
of the * ^contour hues, of the incremental returns^* of increased 
round aboutness of the process of production (op c%t , p 466, 
English edition, p 405) and the mosi modem concept of ‘‘marginal 
efficiency of capital ” 

2 In the German edition of this book (1931) I used the term 
“capital disposal^ zn preference to money capital I now thmk 
that the latter is preferable as it gives rise to fewer misunder 
standmgS 
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tlie process of capital formatioD Whenever we use The term 
the word ‘^capitaP^ without a qualifying ^djective m calls 

our discussion, it will not he difficult to see which a qualify* 

mt 1 T adiectiv^e 

01 the two concepts is meant The adopted termin- 
ology will have to stand the test of its usefulness in 
the subsequent analysis If the results are satis- 
factory, it may perhaps help towards establishing a 
greater degree of uniformity in the vocabulary of 
economists 


9 The clear definition of concepts makes it apparent 
that the question whether the stock exchange absorbs 
capital IS susceptible to a number of different interpre- 
tations The answer must deal with various possi- Themam^ 
bilities total absorption versus temporary tie-up, of 
real capital versus money capital, in security specula- 
tion by professionals versus the general public 

It IS important, however, not to lose sight of the 
practical purpose of the whole inquiry The mam 
point at issue is whether security speculation, and 
its demand for credit deprives other borrowers, 
especially industrial borrowers, of somethiug This 
^ ^something,’’ which is alleged to he wasted, is usually 
said to he ‘^capital ” Our investigations will not he 
complete with the answering of the question as it 
has been formulated so far The questions which 
relate in the first instance to the possibility that 
capital may he withheld from industry may he put 
more broadly so as to ask whether industry does not 
(or does not also) suffer in other ways as the result 
of operations on, and borrowing by, the stock 
exchange We shall therefore have to extend our 
inquiry to deal with the often alleged '^tjung up of 
purchasing power, and ^^absorption of means of pay- 
ment^’ by the stock exchange, and with its use of 
bank credit and influence upon the lending Capacity 
of the hanking system x 
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Tins, however, does not exhaust the mimerons 
oh jectionsp. which have been raised against speculation 
in securities and lending to the stock exchange We 
shall have to examine the further contentions that 
, stock exchange speculation causes malinyes^imerfi and 
overinvestment, and that it is responsible for credit 
inflation on the one hand and dearer money on the 
other 

With all these sms to account for, our programme 
IS not a small one The purpose is neither to acquit 
the stock exchange of the charges brought against it 
nor to condemn it, nor is it our task to make recom- 
mendations of a political nature We shall take the 
list of accusations simply as an approach to general 
problems associated with the relationships between the 
stock exchange, credit and capital formation If the 
results of our theoretical analysis prove useful as a 
guide ^to bank policy or trade-cycle policy, ’so much 
the better 



CHAPTER III 


THE^OLE OF OAPII^AL Ilf SECURITY 
TRANSACTIONS 

10 There is one sense in which the contention that 
the securities markets inYolTe either a permanent or 
a temporary absorption of capital is so obviously 
absurd as to require no further discussion Real 
capital or produced means of production, such as 
bricks, iron girders, machines, pulleys, cranes, &o , 
are neither absorbed nor tied up by security specula- 
tion 

However, even if no sense can be made of the 
hypothesis that security speculation absorbs real 
capital, it IS nevertheless necessary to analyse those 
aspects of the formation and utilization of real capital 
which link up with the security market 

11 The stock exchange is the place where securities 
— negotiable investment claims against assets and their 
periodical return — are bought and sold So far as 
old securities (whether bonds, i e , fixed interest-bear- 
ing securities, or shares, i e , membership rights in a 
corporation carrying the claim to a share in the 
profits) are concerned, it is immaterial from the point 
of view of real capital formation or its utilization 
how many times and at what prices these existing 
titles to a share in the yield of real capital change 
hands 

The essential function of the security method of 
raising capital is to facilitate changes in ownership 
of the titles to real capital The transfer of other 
types of equities and of open lines of credits, meets 
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STOCKM/RKBT^ credit and CAPITAIi eorkation 

with obstacles which hinder any very frequent opera- 
tions of th^s kind But if the financial participation, 
or the loan, is acknowledged in some form of trans- 
ferable certificate, then the exit of an old member of 
the company and the entr^ of a new one, or fbe repay- 
ment of one creditor and simultaneous borrowing from 
another, is very simply arranged through the purchase 
and sale of the securities 

We are here bringing the two forms of security, 
stocks and bonds, under one formula which abstracts 
from the legal distinctions and concentrates on the 
essential economic characteristics common to both As 
to their periodic share in the return of the enterprise 
we may call both capital shares, while if we wish to 
emphasize the transfer of purchasing power we may 
regard both as credit transactions There has been 
a great deal of discussion as to whether, foi^ purposes 
of economic theory, a shareholder is to be regarded 
as an entrepreneur or a creditor ^ Both viewpoints 
are valid and if 46pends on the purpose of the investi- 
gation whether the entrepreneur function or the 
creditor function should be placed in the foreground 
For our purposes it will usually be necessary to chose 
the latter For example, a joint stock company has 
the choice of meeting increased capital requirements 
either by issuing shares or by issuing bonds If the 
company in the given market situation takes the first 
course, we shall be wise, in treating problems of credit 
theory, to stress the borrowing aspect of the operation, 
rather than to consider the purchasers of the new 

IF H Kmgbt considers the shareholder as the entrepreneur 
because he bears the risk of the enterprise See Uncertainty 

and Profit^ pp 291 It A Gordon on the other hand is more 
inclined, under the modern separation of ownership from control, 
to take control as the criterion of entrepreneurship See “Enter 
prise, Profits, and the Modem Corporation,** in Exylorattons in 
Wconomica, Notes and Essays Contributed m Honor of F W 
Taussipj N&w York 1937, p 312 
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shares as new entrepreneurs Likewise, when we are 
analysing the case of an investor, whcb considers 
whether he should invest his liquid funds in bonds or 
in shares and eventually decides in favour of the 
latter', we^ should not hesitate to class this purchase 
of shares as a loan operation from the point of view 
of our analysis of the credit market 

The chief advantage of the security method of lend- 
ing and borrowing is that the credit obtained through 
the issue of securities is a long-term one for the tnnsfemag 
borrower (in the case of shares, it runs for the entire ^ 
life of the business enterprise) while from the point 
of view of the capitalist it is not a long-term loan 
at all, and has in fact no definite term If the 
capitalist should at any time need the funds, which 
he transferred to the corporation, he can get them 
back by selling his security As a rule, this with- ‘lender,’ — 
drawal of the ^‘loan’^ has no effect on the corporation, 
because one capitalist’s place is taken by another, 
the new purchaser of the share , and the capitalist ‘^borrower ” 
who wants to realize his securities mil be able to do 
so without loss provided he has exercised the necessary 
care in choosing his investment and the security 
market is sufficiently active 

12 Professional security speculation creates what 
may be called a reservoir for the easy equalization 
of supply and demand at any moment of time, so as 
to prevent wide fluctuations in security prices due 
to fortuitous circumstances Without this ^ ^reservoir 
for stray securities” it is unlikely that all shareholders 
who wanted to ^ realize their securities would be able 
to find investors who were willing to buy them just Effective 
at the right moment An offer fox sale of securities 
for which there were no immediate buyers would cause 
a fall in prices, and shareholders who were obliged 
to sell on a weak market would recover much less 
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thaa the full amount of the money capital which they 
had placed at the disposal of the corporation when 
they purchased their shares This loss to capitalists 
would not of course represent a loss to society, since 
the business enterprise, and the real capital belonging 
to it, would remain unaffected throughout the trans- 
action, unaffected by the change in ownership of 
the shares The loss of the capitalists who sold at 
a low price would be balanced by the gain of the 
buyers who bought so cheaply Owners of capital 
funds would, however, lose confidence in the possibility 
of being able at all times to sell securities without 
loss, and without this confidence there could be no 
^ ^security capitalism’’^, there would not be the same 
full utilization of the smallest amounts of capital, 
and savings which were not intended to be of a long- 
term character would remain idle as the saver would 
wish -fro beep them in a form in which they would 
be available for use at all times Thus there would 
not be the same quantity of capital invested in 
industry as is possible through the institution of the 
security form of finance, and the active security market 
that goes with it,® 

The function of the professional security speculator, 
or jobber (specialist), consists in this widening of the 
market which gives it the capacity both for taking 
up a sudden offer of securities for sale and for satisfy- 
ing a sudden demand for securities It is only the' 
existence of professional security speculation that 

^Eobe^ Lmfmaim, B&tmhgungs und Finanz'i&ru 7 \(g 3 geB&ll~ 
^haftm, Jena 1909 The term ^security capitalism”* has recently 
been adopted by George W Edwards, Evolution of FiTvcmoe. 
Capitalism, New York 1938 

3 To use the termmology of Keynes Without effective security 
specnlation, securities are less hquid and the liquidity preference 
for money rises considerably See Keynes, General Theory of 
Employment, Interest, and Money, pp 226 9 Similarly F 
Lavington, The English Capital Market, p 95, Charles 0 Hardy, 
Credit Policies of the Federod Peserve System, pp 330 and 331 
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caa prevent price fluctuations wkick are unrelated to 
judgments as to tte yield and safety of tlie security 
Moreover, tlie professional speculator’s carrying Professional 
capacity is of importance in providing a fluid market 
not inerelv for tiie realization of old securities but market for 
also for tne issue of new ones Tliese security issues securities 
are lield by professional speculators until tbey are 
purchased by more permanent holders, only gradually 
will the stray securities be taken out of the reservoir 
provided by the speculators and absorbed in the 
chaimels provided by the savings of the public 

13 While, as has been indicated above, the mere 
change of , ownership of existing securities, whether 
between genuine investors or between speculators, has 
little or nothing to do with the formation or utiliza- 
tion of real capital, the issue of new securities may New security 
mean the allocation of new money capital to industry 
We say “may” because there are cases oJt issues allocation of 
made by investment trusts which use the proceeds eaptaU^^ 
to purchase already existing shares, so that the trans- industry 
action represents a mere change of ownership Or This is not 
it may happen that the issue is nothing more than 
an operation for the conversion or funding of a previ- investment 
ous loan or credit, in which case it is again not 
relevant to the formation of real capital An industrial operations 
enterprise may have financed an extension of its plant 
provisionally by means of overdrafts and open book 
accounts When it later funds its debts by increasing 
its capital stock (issue of securities), this second 
transaction has no impact on the sphere of real capital 
All that takes place is a change in the person of the 
creditor the first lender has his money capital 
returned to him and the subscriber to the ;iew issue 
puts in his The fact that the money capital which 
is released flows back to the “money market,” and that 
the newly invested money, on the other hand, comes 
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from the ''capital market/’ is a techuicality which 
does not concern ns in the present context 

14 Let us now follow the chain of economic events 
which lead to the formation and installation of- real 
capital ^ ^ 

Capital formation arises out of the application to 
productive purposes of that part of income which 
IS saved The refraining of an individual from con- 
suming part of his income does not of itself lead 
to capital formation If there is to be capital forma- 
tion, the postponement of consumption ("waiting,” 
or foregoing of present goods) needs to he supple- 
mented hy the creation of means of production 
("investment,” or production of future goods) In 
a money economy, when an individual refrains from 
using part of his money income as present purchasing 
power ^nd saves it by putting it aside in a stocking 
or a money box, or by leaving it idle on current 
account at his bank, capital formation fails to take 
place, and saving by the individual does not give 
rise to saving from the point of view of society as 
a whole The withdrawal of means of payment from 
the market, as the result of hoarding, tends to augment 
the purchasing power of the whole of the rest of 
money income If the money prices of productive 
factors were sufficiently flexible, the income given u^) 
by the saver would accrue to other people in the form 
of a' corresponding increase in their real income 
There would thus be no restriction of the total con- 
sumption of present goods and no extension of the 
production of future goods, unless it were to the extent 
that the deflation raised (through lower prices) the 
purchasing power of investors as well as that of con- 
sumers The reduction of consumption by the saver 
leads, when it is not accompanied by corresponding 
investment, and when factor prices are rigid, to a 
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curtailment of production and to unemployment Tins 
theme has received sufficient emphasis in recent years 
as not to require further mention here 

A process of capital formation is set in motion only 
if the income which is not consumed is used for pro- 
duction It does not matter whether the saver is 
himself the entrepreneur or whether he places his 
purchasing power or money capital at the disposal of 
another entrepreneur The process of transferring 
savings to the producers may he performed through the 
borrowing and lending facilities of the savings banks, Wavsof 
but mainly through the capital market which centres savings to 
around the securities market Which one of these 
organizations for transferring savings will be used 
will depend in each case on judgments as to risk and 
liquidity (the possibility of withdrawal or realization 
by selling) and prospects as to yields If the savings 
are put into savings bank deposits, the yield will 
be equivalent to the interest payment If -Qiey are 
used to purchase fixed interest-hearing securities 
(mortgage loans, bonds, debentures) the yield will take 
the form of interest and capital appreciation If they 
are used to purchase shares, the yield will consist 
of dividends and capital appreciation The relative 
attractiveness of savings deposits, the bond market 
and the stock market, changes with the different phases 
of the trade cycle From time to time various 
economic reasons, usually depending on the experi- 
ences in the immediately preceding period, are also 
advanced for preferring, from the point of view of 
^^society/^ one way of using savings to another 

15 By way of continuing our analysis we may 
suppose that the money finds its way to an industrial 
firm through the purchase of newly issued shares of this 
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firm by tbe saver We may take tbe case of a fij?m 
wbicb plaps to extend xts power plant by building a new 
water dam Tbe money capital of tbe saver will tben 
be used by tbe investor for tbe creation of real capital 
in tbe form of a dam 

We purposely cbose tbe example of a dam because 
that IS a clear case of a foimation of new real capital 
Tbe case is different if tHe firm buys macbines wbicb 
have previously been beld in stock by tbe manufac- 
turer in tbe expectation (justified by past experience) 
of a forthcoming demand for tbem In tbat instance, 
tbe real capital already exists, and tbe money capital 
transferred to tbe firm in question is merely used to 
buy already produced real capital But wbat was 
tbe source of tbe funds wbicb made tbe production 
of tbis capital good possible^ Tbe stock of macbines 
ready for sale is a part of tbe circulating capital of 
tbe mS,cbine factory 'No matter whether tbe machine 
factory obtained its circulating capital from tbe money 
market or whether it took it from its own resources, 
money capital from somewhere must have been used 
in the production of tbe machine This part of 
tbe machine factory's circulating capital is now turned 
over, 1 e , tbe factory gets back tbe money capital 
embodied in tbe inventory by selling tbe machine 
Wbat makes it possible in our example for tbe machine 
factory to recover this circulating capital in liquid 
form^ It is made possible by tbe fact tbat tbe pur- 
chaser of tbe shares puts money capital at tbe disposal 
of the firm buying tbe machine 

In this example we illustrated tbe taking over of 
already produced real capital from tbe stocks of 
finished goods of tbe machine factory Tbe same kind 
of thing takes place in part when the macbines are 
produced to order This is true for tbe following 
reason whether tbe machine factory already baa tbe 
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necessaiy materials in its own stocks of raw materials, 
or whetker it lias to obtain tbem from th-Oa stocks of 
finisbed goods ready for sale at tbe iron foimdries 
&c , these materials were already, in large part at 
least,^ previously produced r^l capital They repre- 
sented previous investment of circulating capital by 
the firms concerned Thus the production of machines 
constitutes in part the employment of real Many 

already %n existence and in part the fomiation of new formation of 
leal capital^ the former to the extent to which 
materials previously produced are taken over and tion of old 
equipment previously installed is used up , the latter 
to the extent to which services are added in the pro- 
duction of the machines ^ 

16 Thus far we have acquainted ourselves with a 
number of cases in each of which the firm raises its 
money capital by way of an issue of shares bu^; with 
different effects in the sphere of real capital 

In one case the newly raised money capital was Different usea 
used to repay a bank loan Here the real capital 
had obviously been produced previously by means of raised 
the bank loan, and the new money capital (derived tionsSr^ 
from the issue of shares) merely took the place of 
what was paid back to the first lender whose funds 
then became free again for new lending 

In the second case the new* money capital was used 
to bmld a dam, and here the new money capital clearly 
led to the formation of new real capital 

In the third case, the new money capital was used 
to procure finished machines from inventory stocks 
This implied the taking over of already produced real 
capital with the result that the money capital previ- 

The concept “value added by a certain manufacturing 
process"’ cannot serve fully as a measure of formation of new re^ 
capital by this manufacturing process because it contains a portion 
of depreciation of tbe existing eqmpment 
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oRsly invested in the latter was released for use 
elsewhere A fourth case was a comhination of the 
second and third cases 

Mention may also he made of a further case^where 
the new money capital intended for the production 
of new real capital, but instead of being invested 
immediately after it is subscribed, it is invested only 
gradually as the work of construction proceeds The 
money capital which is not requiied until later may 
be supposed to be lent to the money market on short 
term® until the date when it i^ required 

The foregoing examples showed that where new 
money capital was absorbed (i e , tied up without 
release for use elsewhere) there was formation of new 
real capital , where there was no real capital formation, 
there was no absorption of money capital The mere 
exchange of money capital did not involve absorption, 
since, the moment the new funds were invested, the 
previously invested funds were released Neverthe- 
less there may he some doubt whether there is not 
a delay before the released funds are utiliz^ed again 
But a delay in making use of money capital will be 
penalized by loss of interest, and every private indivi- 
dual, more especially every business firm, tries to 
avoid this whenever possible In any case the problem 
of delays occurring in the utilization of purchasing 
power when it is transferred is a subject which will 
be dealt with m detail in subsequent chapters 
So far, we have been concerned with the case of the 
absorption of money capital in the purchase of newly 
issued shares have still to consider the possi- 

bility of the absorption or tying up of money capital 
by transactions in old securities 

s Cextam doubts connected Tntii wbat is usually assumed to be 
sbort-term capital investment will be dealt with m Chapter XIII 
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17 It was Oassel wIlo once made tlie statement® 
tliat reproducible durable good can exercise a 
demand for capital disposal once only, and tbe extent 
of tbis demand is equivalent to tke costs of production 
of tife good '' Capital goods, then, require money 
capital once, i e , wlien tbey are produced Wben 
they are exchanged, or when the shares representing 
titles to them are exchanged^ they require no 
additional money capital 

However, a purchaser of shares (who buys on a 
speculative market when stock prices are rising) often 
has to pay a larger amount of money capital than 
was required at the time of the production of the 
real capital behind the securities Does not this 
experience contradict uhat was said above? The com 
tradiction is apparent only, as may be seen when one 
realizes that the larger amount of money capital which 
IS invested by the purchaser of the shares J)ekComes 
free simultaneously in the hands of the seller of the 
shares Det us suppose that capitalist A originally 
purchased shares at the price of $100 and that the 
issuing firm produced real capital for this $100 Now 
at a time when security prices are booming, capitalist 
H offers A a price of $120 for the same shares and 
uses his savings to buy them What is the amount of 
money capital which is now tied up, is it $100 or 
$120 or $220?'^ The simple consideration that the 
$120 paid by B is at the free disposal of A at the 
conclusion of the transaction should indicate that, 
in spite of the speculative purchase at the price of 
$120, the amount of money capital tied up is still 
only the original $100 

® Ovstav Oassel, Ths,ortt%Bcik^ Soztc^dhonomie, second edition, 
Leipzig 1921, p 187 

^ Even this does not exhaust all the possible alternatives* 
According to Mr Moulton’s theory the reStdt of the calculation 
would be $140 or $240 since he counts the seller’s profits of $20 
twice This will be dealt with in Chapter IX 
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This rather simple judgment, however, meets with 
serious objections which are not without 3Ustificatioii 
With his customary self-confidence, Cassel, who was 
quoted above in this connexion, completely ignored 
this issue so that there is all the more reasoxr why 
we should examine it Eere Pirst, however, let us 
elaborate upon the example used above to illustrate 
another important charge which is brought against 
security speculation 


Consumption 
of stock 
exchange 
profits js at 
the expense 
of capital 
formation 


18 Granted that the seller (A) of the shares has 
the $120 at his disposal as the result of the sale, 
will he not tieat the profit of $20 as income, and 
consume it^ Does not the rise in security prices lead 
to the consumption of the amount of capital apprecia- 
tion of the shares and thus cause an ^‘absoiption,^’ 
namely, the consumption of a large part of the new 
savings? If A who sells the shares reinvests $100 
(that IS, the amoimt of savings invested hy him in 
fche first place) hut consumes his gain of $20, then 
$20 out of the $120 newly saved by B is withheld 
from real investment and used for consumption 
purposes 

The possibility that capital may he diverted into 
consumption channels through the consumption of 
profits is usually looked upon as being peculiar to 
security speculation If any producer, let us say a 
manufacturer of machines, uses his profits for con- 
sumption purposes, this does not usually evoke the 
protest that capital is being taken away from its 
proper uses And yet this profi.t is nothing other than 
the difference between the money capital obtained 
from the sale of the/machines and the money capital 
used in their actual prodLuotion If an industrial firm 
uses the funds it has borrowed to purchase machines 
for $120 from a manufacturer who produced them 
at a cost of $100, then the consumption of his profits 
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by the machine manufacturer uses up $20 of new 
savings 

All consumption of profits — apart from those in It is said that 
consumers’ goods industries — ^may be said to be at Speculation 
the ^expense of capital formation no matter in Ijg 

stage of production the profits arise It may be consumed 
that there is a particularly strong tendency among 
security speculators to consume their profits, although 
it IS difficult to find conclusive evidence that this is so 

19 The question may now be asked Is it not 
possible that the sellers of shares may consume the 
whole of the sales proceeds^ Certainly they may, 
and indeed it very frequently happens that shares are 
sold by tbeir holders for the express purpose of using 
the proceeds for consumption purposes It must not 
be forgotten that not only permanent, but also 
temporary short-term savmgs, are invested in^^ shares Temporary 
Indeed, as has been pointed out in an earlier para- 
graphs it is the main advantage of the secunty system 
of financing real capital that it allows temporary formatmn— 
savings put by for future requirements (that is, 
temporarily postponed consumption) to be used for 
the formation of fixed capital This procedure neees- _and later 
sarily implies that ^‘temporary savers’’ will withdraw withdrawn 
their savings in order to use them for consumption consumption 

Admittedly such withdrawals of capital on a large 
scale may have adverse effects on production, possibly 
preventing the maintenance of production at the 
current level, but this is less hkely to happen under 
the system of financing through securities than under 
any other system Even if it should happen at any 
time that savings of a temporary character are with- 
drawn (for previously postponed consumption) m 
excess of new temporary savings invested by other 
individuals, it will seldom be the case that the sum of 
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the new temporary savings plus the sum of the new 
permanent savings will he exceeded It may he neces- 
sary to use new long-term savings to cover withdrawals 
of other savings , hut the fact that in this case the new 
money capital does not lead to the production ofoiew 
real capital means only tUat the real capital was pro- 
duced in advance, i e , before the long-term savings 
were offered on the market 

If, however, the withdrawals by ^‘temporary savers’^ 
should not be covered by new short-term and long- 
term savings together there remains the buying power 
of professional speculators to fall back on If even 
this IS not sufficient (in practice a large part of 
temporary savings are used to finance security specula- 
tion), then, as was mentioned in section 12, the deficit 
still does not take effect on the side of real capital the 
losses of the shareholders who sell out simply mean 
that the latter have so much less to consume The 
money capital which was originally invested in real 
capital will remain fixed in this real capital until it 
IS fully amortized ® 

20 Security holdings are sometimes realized, not 
because the owner wishes to use the proceeds for con- 
sumption purposes, but because he wants to invest his 
money capital somewhere else It is a widespread 
practice for firms to invest liquid funds for a tem- 
porary period in securities (either of other under- 
takings or of their own) and later to withdraw them, by 
the sale of these securities, when it becomes more profit- 
able to use the money capital in their own businesses 
If the securities are taken over by new savers, the 
newly saved money capital may thus flow into 
industry despite the fact that no new shares are issued 


^ See Halnit op at , pp 14 
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and that the new savings are used first to buy old 
securities 

The flow of money capital to the securities market 
can thus lead to the formation of new real capital, 
even‘d if there are no new security issues, so long as 
the seller of the old securities uses the proceeds for 
real investment If the transaction causes a rise in 
the price of the security, then the seller has so much 
more money capital available for ‘‘productive’^ invest 
ment 

21 Support IS lent to the argument that security 
speculation ties up capital by the consideration that 
the speculators, particularly the professional specu- 
lators (jobbers and dealers) need money capital with 
which to carry out their operations In examining the 
r6le of money capital which is “tied up by specula- Monej 
tion,” we may refer back to the observations 
concerning the function of professional security speculatora— 
speculation made in an earlier section According to 
these observations, it is the function of the professional 
speculator always to be ready to take up securities 
when no investor is immediately at hand So far as 
newly issued shares are concerned, it is clear that the 
money capital of the speculators is invested in the temporanlr— 
newly built capital goods of the issuing corporation 
So long as the speculative market has to “hold the 
baby/’ as the jargon of the market expresses it, when 
a new issue is not immediately taken up by the public, 
the money capital that is “tied up in speculation” is 
no doubt tied up in production 

What productive service is performed by the money 
capital which is used for speculation in old securities? —and for 
The service performed is filling the gap which is 
created when money capital is being withdrawn by one 
saver and no other saver is ready at the moment to 
take his place The speculator jumps into the breach 
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and takes over tlie title to capital goods® for a tem- 
porary period with his own money capital 

The funds used by the speculators take the place 
of the money capital of the previous holders of the 
shares and they are invested in capital good^ and 
therefore in production ^ 

When someone stands ready to provide a service in 
case of need, he is attached to the place without always 
having real work to do He is merely ^ ^standing by 
This does not mean, of course, that this is the only 
function of speculative funds and that they do not 
also have a part to play in the productive process 

If the service of ‘^standing by’^ is recognized as 
being useful, no objection could be raised even if it 
did tie up money capital But it cannot be shown that 
it does so The professional speculator seldom keeps 
large funds on hand without using them since it 
usually does not pay to do so The funds owned by the 
speculators are almost always invested They borrow 
from the outside to the extent that they require funds 
for paying the sellers for the additional securities 
which they buy ^ 


22 Against all this it has been contended that 
money capital may be tied up without being either 
invested in fixed capital or simultaneously released 
somewhere else Before going into the arguments on 
this issue, however, it will be useful to summarize the 
results so far reached 


^ It may be repeated that the already existing real capital 
always compels the provision of capital disposal See the excellent 
ai*ticle by Q Halm winch was cited above If a speculator did 
not take over the shares that were offered for sale, then the neces 
fiary capital disposal would come out of the “bar gam price** paid by 
the buyer and the “loss” suffered by the seller 

1 “This operation of carrying is the essential part of the 
speculator’s work , but the public advantage to which this 
operation gives nse is most convementiy expressed in terms 
of an increased marketabilaty of stocks and shares ” Lavmston. 
op at , p 236 

2 See Chapter VII 
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Assuming that a speculator lias obtained money 
capital either direct from the saver or from a bank, 
there are the following alternative ways of using it — 

(1) uThe speculator buys newly issued shares The 
issuing corporation uses the proceeds to repay a bank 
loan The money capital is thus once again at the free 
disposal of the original lender 

(2) The speculator buys newly issued shares The 
issuing corporation uses the proceeds at a later date 
or gradually over a period for extending its plant, 
in the meantime it relends the proceeds at short term 
on the money market The money capital is at the free 
disposal of the short-term borrower 

(3) The speculator buys newly issued shares The 
issuing corporation uses the proceeds to buy already 
produced instruments of production, or to produce or 
purchase capital goods whose manufacture involves for 
the most part the utilization of already existing 
capital In this case the money capital serves to take 
over or employ already produced real capital The 
money capital is thus at the free disposal of the pro- 
ducer of the capital goods 

(4) The speculator buys newly issued shares The 
issuing corporation uses the proceeds to produce 
capital goods, which are produced in the mam with- 
out the employment of already existing real capital 
In this case, the money capital serves to construct new 
real capital ^ 

(5) The speculator buys newly issued shares The 
issuing corporation uses the proceeds for the purchase 
of other securities This may be the case of a producer 
who buys the shares as a temporary investment, or the 
case of an investment trust whose regular business 

3 In. actual fact all real investment consists partly xn outlays of 
type (3) and partly in outlays of type (4) 
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consists in investing in securities If tlie securities 
acquired tlie concern are newly issued shares, cases 
(1-5) become relevant and if they are old shares, cases 

{6-10) r 

{6j The speculator buys old shares The seller uses 
the proceeds to repay a loan The money capital is 
thus at the free disposal of the original lender 

(7) The speculator buys old shares The seller uses 
the proceeds to make a loan The money capital is 
put at the free disposal of the borrower 

(8) The speculator buys old shares The seller uses 
the proceeds in production as in case (3) The money 
capital serves to take over or employ already produced 
capital goods It is thus placed at the free disposal 
of the producer of the capital goods 

(9) The speculator buys old shares The seller uses 
the proceeds m production as in case (4) The money 
capital serves to produce new real capital 

(10) The speculator buys old shares The seller uses 
the proceeds for consumption purposes Here the 
money capital serves simply to replace temporary 
savings withdrawn for consumption 

In cases (3) and (8), in (4) and (9), and in (10), 
the money capital is used for the purchase of goods 
or services In the first four of these cases it is 
used for the purchase of productive goods and services, 
and in the last case, (10), for the purchase of con- 
sumption goods and services In so far as these 
consumption goods, in case (10), are sold out of stocks, 
the money capital is transferred, as in cases (3) and 
(8), to the sellers of these stocks Where ^"onginaP^ 
services are purchased, the money capital becomes the 
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money income of tlxe productive factors, and tkis 
piircliasing power loses, for tlie tinie-^ being, its 
character of capital If we neglect ^Missaved ’ 
aniounts wlncli are used to purcliase consumption 
services, we may say tbat ♦cases (4) and (9) are tlie 
only ones wbere money capital is ^"^absorbed/^ for 
IS only here that the purchasing power ceases to he eitW used m 
money capital when it comes into the hands of 
the recipients These are the cases where the money capital- 
capital IS used to create new real capital 

In all other cases the monev capital is at the free ^ 

1 TO t T 1 r 1 at somebody’s 

disposal of its recipients, first, in the hands oi the free disposal 

seller of the shares, and, subsequently, in cases (1) 
and (6) (loan repayments) in the hands of the previous 
lender, in cases (2) and (7) (new lending) in those 
of the borrowers, in cases (3) and (8) (purchase of 
existing real capital) in those of the producers, and 
in case (10) (purchase of finished consumption goods) 
in those of the retailer In all these cases the nionej" 
capital remains ‘^unabsorbed’’ and simply changes 
hands, finally becoming “absorbed^' when it is used 
for the creation of real capital In all cases, further- 
more, money capital was used in ways in which it 
could have been used also had it been transferred not 
through stock purchases but through any other form 
of credit transaction 

It IS of course possible that the seller of the shares, 
or the lender who (in cases (1) and (6)) has his loan 
repaid, or the producers who (m cases (3) and (8)) 
sell their stocks, may not want to spend the monev 
capital which they receive, but want to keep it liquid 
These would he cases of an increased desire to hold However, it 
cash, usually described as increased hoarding, but thej hcmrded— 
are not specifically connected with a universal specula- 
tive boom ^ 

Chaptei VIII will be devoted to this problem 
39 
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The money capital which is transfeired by way of 
—01 used for stock transactions may^ however, be used again to 
make a loan to the stock exchange or to purchase other 
tmn^ons securities It IS to these possibilities that we inow 
turn our attention 



CHAPTER IV 

THE ABSORPTION OF CAPITAL IN STOCK 
EXCHANGE SPECULATION 

23 WEat does it really mean to say tliat money 
capital IS absorbed in -unproductive uaesP By defini- 
tion money capital is p-urcbasing power which, not 
being used for present consumption, is available for the 
production of future goods or, that is, of capital goods 
The foregoing of present consumption would make it 
possible to increase the productive yield of the future 
It seems to be a recognized objective of economic 
policv that such productive opportunities should he 
utilized, for otherwise so much productive energy is 
lost to future production But this is exactly what 
would happen if money capital were ' ^absorbed’ ^ before 
it could be invested in productive enterprise The 
case of such ^^absorption^' is analogous to the case of 
hoarding 

It was mentioned previously that saving by the 
individual does not necessarily lead to saving from 
the point of view of society, such is the case when 
the individual forgoes the consumption of part of his 
income but does not put it to any productive use 
When the individual hoards — saves without investing 
— ^he loses the interest which would have been yielded 
by an investment We have then to ask whether the 
loss to society is identical with the loss of interest 
on the part of the individual who hoards his savings 
As a fiist approximation it might be argued that the 
net product of the more roundabout methods of pro- 
duction, which are made possible by the investment 
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of money capital, is imputed, and paid, to the saver 
in the form of interest, and therefore that the loss 
of social net product is already allowed for in the 
loss suffered by the individual saver, that it^would 
thus be double counting to consider the loss to society 
as something ovei and above this This conclusion 
overlooks the point that the marginal productivity of 
other factois, as well as that of capital, has to be 
considered An increase in capital equipment ib 
associated with a decline in the marginal productivity 
of capital and a rise in the marginal productivity 
of labour The fact that this shift in the distribution 
of the national income fails to take place if savings 
are not invested has to be taken into account in 
addition to the loss of interest 
These considerations belong to the '^pnre theory of 
distribution,’^ and completely neglect certain proposi- 
tions^ that have been established by ^ ^monetary 
theory” , it is, however, becoming more and more 
evident that it is not permissible to disregard the 
"^monetary aspects The loss which society suffers 
when money capital is not used, v or when it is 
unproductively ^ ^absorbed,” goes far beyond the loss 
of interest, because of the deflationary effects Even 
With ideal flexibility of all prices, including wages, 
the deflationary effect would spread over the various 
branches of the economic system only^ gradually, and 
the various “lags” would have a chain of disturbing 
effects When prices and wages are less flexible, and 
even rigid, the deflationary effect may entail long- 
lasting unemployment It is no wonder that in times 
when wage rates axe very “sticky” every potential 
deflationary influence is examined with almost painful 
precision 

1 In the German edition (1931) I did no moie than refer to 
these points in footnotes and was justifiably criticized in con- 
sequence 
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24 So far we have admitted the absorption of money 
capital only wheie this absorption was ^ ‘productive/^ 
or that IS, where it led to new real capital foimation 
In all other cases we argued that there was only a 
transfer of funds from one person to another If A, 
who is speculating for a rise, buys shares from B, la there 
then exactly the amount of money capital that is given receives 
up by A is placed at the free disposal of B at the what A pays’ 
conclusion of the transaction 

We must now make sure that the argument is not 
invalidated b;v the “neglect of the time element ’’ 

Economic theory abstracts from the passage of time 
on purely didactical grounds hut frequently commits 
the error of failing to recognize that such an abstrac- 
tion is not permissible in the final stages of the 
analysis The argument so far developed has The time 

abstracted from the time element in two respects require*? 
First, it overlooked the circumstance that the ® 
mechanism of payment requires time, and that between 
the transfer of funds from the buyer of securities to the 
seller and the further utilization of their corresponding 
purchasing power, a certain time elapses during which 
the mone-y capital may be regarded as tied up meat after 
Secondly, it neglected to consider that, in times of ^ 

heavy speculation, the sellers of shares may use the siderable,— 
proceeds to purchase other securities, that thus a long —a delay may 
interval may elapse before the senes of transactions ^ae^nundJ 
of this kind is finally terminated by a seller who turns contmualiy 
the proceeds of his sale into productive channels speculation 
instead of using them for further security transactions 
The first point is more a question of monetary 
theory, since it concerns the general aspects of the 
tying-up of purchasing power or media of exchange 
This side of the problem will come up for discussion 
later on (Chapters TI and VIII), and here we need 
only anticipate the conclusion by indicating that it 
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does not lend miicli suppoit to the ‘^absorption’' 
aigument ^ The second point will be discussed at 
once 

25 The contention is that at certain times tbe teller 
of shares re-employs the*^ proceeds ‘‘for a speculative 
purchase of other securities which he now considers 
to hold out better prospects of speculative gains’’,^ 
and that through a long chain of sixailar transactions 
the money capital is continually locked up in security 
speculation without being “used anywhere else in the 
economic process 

The money capital which is used to buy newly issued 
industrial shares is believed to flow into “productive 
channels ” The speculation, which is supposed to tie 
up capital, IS meant to refer only to old shares or to 
newly issued shares of investment trusts and holding 
compaijLies which use the funds to buy blocks of already 
existing securities The case where the sales proceeds 
are used forthwith for further speculative transactions 
so that the money capital is retained on the stock 
exchange^ is neatly illustrated by Eeisch in the follow- 
ing example “Let us suppose that 10 different shares, 
A to E, are dealt in on the stock exchange and that 
the issue proceeds of 1 million dollars each has flowed 
into the economic system in the ordmary way A part 
of these shares, let us assume for simplicity 50% of 
each, has not yet passed into the hands of investors 
but has remained in the hands of ‘‘speculators these 
shares form the stock in trade of the speculators and 


2 Richard Eeisch, ^‘UbeS: das Wesen und die Wirkungen der 
Borsenkredite/’ BanLarchi'Vj XXVIII, 1929, p 12 (of the offprint) 

^ Reisch, “Ruckwirknngen der Borsenspekulation auf den 
Kreditxnarkt, ’ Ztitschrift jur Ntsbionalolonomiej Vol I, Vienna 
1929, p 209 

■4 Cf also Harold L Bead, Federal Pohcy, 19^1-1980, 

New York 1930, p 150 “Only increases in security turnovers, 
permanently sustained represented unmistakably ^absorption* of 
bank funds*.’* 
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are traded from one to another among them as they 
see fit Suddenly a speculative 2 novemep,t sets in 
and induces investor X, who perhaps borrows from 
his ^ hank for the purpose, to buy 50% of the 
voluBie outstanding of the A shares, which in conse- 
quence of his demand rise m price by 10%, foi 
$550,000 The sellers who, in view of the boom senti- 
ment, wish to speculate further, use their sales 
proceeds to buy up the B shares, whereupon the sellers 
of the lattei again proceed to buj up the G shares 
and so on The prices of all these shares naturally rise 
in consequence and cause the operators on the stock 
exchange to borrow from the banks to meet the higher 
prices and/or to facilitate an increase in their holdings 
of newly issued shares As these purchases always 
take time to conclude (from settlement to settlement) 
and also take place one after the other (A buys from B, 
B from C, and so on), and continue indefihitelv, it is 
clear that not only the new funds used to purchase 
shares by X, but other credits besides may be taken 
for stock exchange transactions without any immediate 
reflux into the economic system 

Eeisch does not deny here ^^that the proceeds of the 
sale of shares by a speculator who withdraws from the 
speculative market, finally flow hack into the economic 
process,’’® but at the same time he holds ‘^that it may 
take a long time — ^months or even years — ^before this 
happens The argument shows convincingly that 

stock-exchange operations may temporarily tie up 
capital and use credit which is not immediately put 
back into the economic system 

Beiscii, “Bxickwirkungen/^ p 208 

6 Ihid , p 207 

7 Ihxd , p 208 Similarly H L Reed, op ctt , p 162 “If 
credit dispatched to the street participates m a large number of 
security turnovers, a considerable period of time may intervene 
before the credit returns to an industrial or agricultural use ” 
Professor Reed adds however “But the volume of security turn 
overs does not by itself prove any withdrawal of bank credit from 
other demands ’* 
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The subsequent analysis will show that there are 
Situations^ in which a temporary locking-up of money 
capital may take place, but that certain special condi- 
tions have to be fulfilled before such situations can 
exist 

r 

26 In the example above, the allocation of new 
money capital to the purchase of old securities was 
said to have led to a rise in security prices and a 
retention of the money capital in security transactions 
It 18 sometimes supposed that the rise in the level of 
security prices can be taken as a sure symptom of the 
tyin^-up of capital in security transactions This, 
however, is not so A rise in stock prices can take 
place without there being any money capital on the 
scene 

If A, B, and C are holders of different shares and A 
suddenly buys B^s securities at a price of 110%, B 
acquires C^s, and C A’s, all at the higher price, no 
new money capital is needed to carry out these trans- 
actions Again, if the securities initially held by A, 
B, and 0 are bought by bull speculators or investors 
X, T, and Z at prices of 120%, there is still, according 
to the argument of section 17, no necessity for an 
additional tying-up of money capital 

It seemed important to refer once more to this cir- 
cumstance that, with or without changes in the person 
of the holder, a rise in security prices can occur 
without any increased use of money capital Gassel 
has laid particular stress on this fact and was convinced 
that there would be general agreement with his simple 
exposition ^ Indeed, so far as the scientific discussion 
of the problem is concerned, it is fairly commonly 


8 Gustav Cassel, “Does the Stock Exchange Absorb Capital^’*, 
loc , p 21 
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acknowledged that tlie rise of security prices fei be can Hence, higher 

never be pi oof or a symptom of tbe tying-up of inone% prices arena 

proof or 
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27 fjxranted that securitv speculation 7ieed not tie up 
capital, we still have to consider whether it may not 
do s6 We are not here discussing the case of beai 
sellers who let the proceeds of their sales lie idle The 
discussion IS for the time being limited to the case 
which Reisch and most other authors regard as the 
critical one the case of continually repeated bull 
transactions ^ We may then ask what are the condi- 
tions requisite for a tying-up of money capital^ 

One of the necessary conditions appears to be Three 
connected with the mechanism of payment The very are^^ieces^aary 
highly developed settlement technique of stock ^ 
exchanges introduces conditions that are quite different m 
from those created by the methods of payment usgd in 
other markets If all security transactions came actions — 
within the clearing arrangements of the stock 
exchange, and there were no transactions other than 
those between people who take part in the clearing 
procedure (brokers and jobbers), then the possibility 
of the tying-up of money capital would be excluded 
on purely technical grounds which we shall examine m 
Chapter VI For the time being, however, we shall 

assume that transactions are earned on with cash (coin — fiiat, that 
j X \ 1 X m-L X tranaactioBs 

and notes) or cheque payments The appropriateness are completea 

of this assumption becomes clear when it is remembered ^th cash or 

that the settlement procedure of the stock exchange is meats,— 

restricted to the narrower circle of operators and that 

transactions between the public and the brokers are 

completed with the ordinary methods of payment 

9 Continually repeated bull transactions take place when the 
holders of any particular securities estimate the prospects of a 
price rise m other securities more highly and so sell theirs in 
order to buy other securities 
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A second condition wliicli must be fulfilled if there 
IS to be a tying-up of money capital concerns the extent 
credit facilities The volume of credit must have 
made exceeded a certain magnitude — a magnitude which 

abundant,— Only be surpassed under conditions of an^ ‘^easy 

money’^ policy — ^before the bull sentiment of single 
individuals can develop into a general bull movement 
•--third, thjit A third condition is that the new issues of industrial 
by^industrfa? sales of old stocks by people who withdraw 

producers lag from the stock market, are not forthcoming to a suffi- 
atox^of new cient extent, as compared with the flow of money 
funds capital to the stock market It has already been 

pointed out that the critics of security speculation 
think that capital is absorbed in unproductive uses 
only in the case of transactions in old securities, since 
they do not doubt that when new issues are purchased 
the capital flows into industry Now, is it likely that 
newxapital issues will lag behind the flow of money 
capital onto the stock exchange^ How does the 
demand for money capital by productive enterprises 
link up with the flow of capital onto the stock 
exchange? These are the first questions to be dealt 
with 

28 Whereas a rise in security prices is no proof 
that an increased amount of money capital is being 
employed on the stock exchange, an increased flow of 
money capital on to the stock exchange always leads, 
other things being equal, to higher security prices 
The rise m security prices in turn gives an impetus to 
Higher stock new issues It is obvious that the best time for cor- 
forth^new p orations to raise new capital is at a time when the 
issues stock market is firm, thus showing that there is likely 

to he a ready sale for new securities If security 
prices have risen to such an extent that a chance to 
issue shares above par is offered, such a chance is not 
likely to be missed 
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The issue of shares at higher prices means a corre- 
sponding reduction of the cost of borrowing to the firms 
concerned If, for example, a firm has to pay 5% on 
the ^apital it borrows, the possibility of issuing new 
shares at 110% of their face w^lue means a lessening of 
the cost of using capital by about j% on the capital and 
by about 10% on the capital charges ^ Higher share 
prices mean, ceteris farihus^ cheaper credit for issuing 
corporations Is it likely that this cheaper industrial 
credit will fail to find ‘^takers^’^ In normal times, 
or in times when entrepreneurs are inclined to be 
optimistic, there can be no doubt that the demand for 
long-term capital is not too inelastic (Some writers Themdus 
deny this, but there is little evidence to support for^^oney”^ 
their view ) A flow of money capital onto the capital is 
credit market leads to a fall in the interest rate until 
there is sufidcient demand, at the lower interest rate, to inelastic 
take up the funds being offeied on the market On the 
securities market the same process takes place through 
movements in security prices, so that when there is an 
increased supply of money capital, the corresponding 
increase in the amounts demanded appears in the form 
of new issues ^ 

We saw in Reisch^s schematic example how the 
money capital flowing onto the securities market com- 
peted for existing shares In consequence of this 
competition the prices of these shares rise so that, 
cetens partbus^ they yield a correspondingly reduced 
return This will most likely lead to an offer of 
new securities on the market or, that is, to a demand 
for the new and cheaper money capital, just as 

1 If we suppose that the firm obtains $110 for $100 par value 
and it pays a $5 dividend on this share, the effective interest rate 
IS only 4 55%. 

2 Cf John Maurice Clark, Strategic Factors in BtLsiness GyclzSy 
p 59 *‘The strengthening market makes the issue of new securities 
more attractive, at the same time that reviving confidence and 
business activity increases the desire and need of corporations to 
obtain increased capital by new issues 
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happens on the market for direct credit when an 
increased -supply of money capital competes for 
borrowers and in this way pushes down the interest 
rate One may argue that at lower interest rates 
people desire to hold higher idle cash balances, i e , 
that they will prefer increased liquidity for specula- 
tive motives The discussion of this argument is 
reserved for a later chapter But no one would argue 
that an increased supply of money capital on the credit 
market will simply be tied up in an endless chain of 
transactions that one capitalist will merely take over 
the loan made by another Such an argument would 
imply that a fall in the interest rate fails to lead to an 
increase in the amount of credit demanded, and that 
the new money capital only takes the place of previous 
loans, which in turn replace other loans, and so on, 
and so forth The new money capital would indeed 
be tied up in an unproductive use, since it would only 
proceed through a series of credit transfers instead 
of finding new borrowers This hardly sounds like a 
description of anything that is normal, either for the 
case of funds offered in the form of direct loans or for 
the case of funds which go into the purchase of securi- 
ties (Since we are here discussing a rise in the stock 
market, we are not concerned for the moment with the 
low elasticity of demand for money capital which is a 
feature of times of depression ) 

The effect of a livelier share market in calling forth 
offers of new shares is an undemable fact to which 
every business man will testify It may even happen 
in the course of a speculative movement that the 
supply of new shares outstrips the supply of new 
money capital after a senes of new issues has been 
successfully placed, a time comes when further issues 
^^fail,'' and the banks have to discourage further 
flotations because the stock exchange is not capable 
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of taking up any more This is a sign that all the 
money capital flowing onto the stock exchange has 
already found its way into industry The stock 
exch^'nge credits are, then, not tied up m “specula- 
tive business” but have (except to the extent that a 
larger amount of cash is being held by the nervous 
bears) found their way onto markets for consumers' 
or investment goods 

29 In order to guard against renewed objections 
that the arguments advanced here pay insufficient 
attention to the time-factor, it is worth while recalling 
that in all causal connexions which are analysed by 
economic theorj certain time-lags are presupposed 
^^The idea of causality is inseparable from the idea 
of time The investigation of the “problem of deter- 
mining the time-coefficients”'^ is at present only in 
itb infancy There is, however, reason to believfe that 
the error involved m assuming that the time-coeffi- 
cients can be neglected is considerably less in those 
markets which we are accustomed to call speculative 
markets than anywhere else m the economic system ® 
Moreover, the problem of the length of the lag (if 
it exists) between a sudden increase in the flow of 
money capital on to the stock market and the increase 
in the flow of money capital through security issues 
into production is further simplified by the fact that 
stock exchanges have the character of forward dealing 
markets — ^whether these forward dealings are earned 
on openly or in the disguised form of lending trans- 
actions In many cases an order for the purchase 
of shares will be given at a moment when the purchaser 

3 Carl Menger, Grundsatze, loc c%t , p 21 

P N Boaeustem Bodan, “Das Zsitmoment in. der mathe 
matiBchen Theorie des wirtsciiafthchen Gleichgewichtes/* Zeit- 
^chnft fUr NationalbhonomtBf Vol I, Vienna 1929, p 132 
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does not yet liave tlie funds available but is anticipat- 
ing baying tbem available at a somewbat later date 
Thus tbe niecbanism tbrougb wbicb tbe inci eased 
The velocity supply of money capital — in so far as it is not^com- 
pensated by spontaneous unloading bj temporary 

market IS holders of old securities — produces a corresponding 

relatively it 

high rise in tbe quantity of capital demanded, may be set 


New stock 
issues follow 
quickly the 
rise in stock 
prices, — 


—hut 
immediate 
reaction does 


going in advance 

An attempt to demonstrate tbe speed of leaction of 
tbe stock market by statistical time series is made 
in tbe Appendix There tbe time senes for stock 
prices and new issues are set forth side by side Tbe 
result seems to bear out tbe theory that tbe issue of 
new shares follows immediately tbe rise in share 
prices, and that therefore tbe quantity of shares offered 
rises as soon as an increase in tbe demand for shares 
IS pefbeptible, or in other words that tbe quantity of 
money capital demanded increases as soon as there is 
a noticeable increase m tbe supply of money capital 

This does not however prove all that bad to be 
proved in order to controvert tbe argument that a 
temporary absorption^’ of money capital takes place 
Even if tbe velocity of reaction were so great that 
no time at all elapsed between tbe rise in stock prices 
and tbe new issues, tbe extent of tbe reaction might 
still be too small Tbe resultant reaction might, for 


uot prove instance, only conduct half or even less than half tbe 
absence of lag n „ , , ^ mi 

because new oi new money capital into industry Tbe fact 

imt ab^rb reaction sets in immediately does not prove 

all the money that there can be no lag between tbe offer and tbe 
capital „ _ 

supplied taking up of tbe total amount of capital suddenly 
appearing on tbe stock exchange in search of invest- 


ment 


30 We must not deny, therefore, that our ^^tbird 
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condition” {tlie lack of a corresponding demand for 
the ne^ mone;^ capital) may prevail in certain circum- 
stances It lias to be admitted that situations mu's 
arise in wkick new issues do not come fortk to the 
same amount, or at tke same speed, as the flow oi 
new money capital onto tke security market Suck 
IS tke case when a quick and large increase in tke 
supply of money capital (i e , tke demand for secnri- 
ties) occurs , tken tke demand for money capital (i e 
tke supply of new securities) maj not keep pace Tke 
lag of issuing activity behind tke flow of capital onto 
tke securities market would, however, not of itself 
justify tke pie&umption that part of tke money capital 
is not flowing o it into production, since tke balance 
might be finding its way into production through tke 
lealization of old security holdings by producers It 
IS quite conceivable that in times of increasing stock 
market activity, firms which have been holding their 
own or other securities may decide to sell them and 
use the proceeds for productive purposes (Of above 
§ 20 ) And it IS most probable that another part of 
the money capital that has flowed onto the stock 
market will make its way, through the realization of 
security holdings by profit takers, to the markets for 
consumers’ goods (Of above §§18 and 19 ) 

A situation in which the realization of temporary 
security holdings together with new issues of produc- 
tive enterprises lag behind the increased supply of 
money capital (as according to our “third condition’’) 
can be explained only in terms of an excessive supply 
This excessive supply is likely to arise only if the 
natural sources of money capital — new savings plus 
replacement funds — are augmented by a large volume 
of capital from the “less natural” sources of created 
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bank credit (and dislioaxded funds) ® Since tbe exten- 
sion of tkese sources of money capital, especially tbe 
expansion of bank credit, invplves a reduction of tbe 
rate of interest cbarged by tbe banks below tbe natural 
rate/ our ‘ 'second condition’’ makes its appearance 
It IS only if credit is offered at a rate of interest below 
tbe natural rate tbat tbe stream of money capital 
flowing onto tbe market will reach sucb proportions 
tbat it cannot be taken off fast enough by investment 
expenditures of industry and consumption expendi- 
tures of profit takers If we picture tbe process in 
terms of an "inflow” and "outflow” of money capital, 
it will appear tbat there is a temporary "damming 
up” of money capital in basins created by stock 
exchange speculation ® 


6 The final result is the same, but the timing of the forces some 
what difierent, m the account given by John M Clark, “An 
Appraisal of the Workability of Compensatory Devices/’ American 
Economic Re^iew^ Vol XXIX, supplement 1939, pp 205 206 

‘ We may assume that four billion dollars flow into the securities 
markets seekmg investment, while only three billions flow out 
through the issuance of new securities for the purchase of capital 
equipment The natural result is a rise in the prices of out 
fit^Qing securities Some of the profits would be taken out to be 
spent for consumption and some would be reinvested, tending to a 
continued rise 

“But this is not all, since credit funds as well as savmgs 
flow into the markets, thus adding to the origmal one billion of 
excess funds seeking investment Then prices of securities may 
not he stabilized until two or three billions instead of one biUion 
have been taken out and used for consumption In that case, an 
excess of savings would have been converted into an excess of 
spendings, and production, instead of being depressed or stabilized, 
would be stimulated ” 

7 By “natural rate of interest” I understand the rate of interest 
at which the total amount of credit demanded is equal to the sum 
of the proceeds of current intended net savmgs and current 
allocations to replacement funds (m the broadest sense) minus any 
spontaneous disbursements of cash holdings plus any spontaneous 
building up of cash holdmgs, after adjustment for any changes in 
the coemcient of transactions 

s This “damming up” would show itself in the form of increased 
cash holdmgs (checkmg accounts) of persona participatmg in stock 
exchange operations It would be interesting to conduct a statis- 
tical investigation of the subject, but at present the necessary 
iniormation is lacking 
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31 In examining the conditions of a possible 
temporary tymg-np of money capital lo securitv 
speculation, we have seen that the '^third condition” 

(a temporary lag of the increase in the amount of 
money capital demanded l)ehind the increase in 
supply) IS bound up with the simultaneous existence 
of the ‘^second condition” (increase of the supply 
thiough bank credit) The condition” (the 

partial absence of the special technnjue of payment 
used on the stock exchange) is also closely associated 
with this second condition 

As will be shown later, the settlement procedure 
adopted by stock exchange members renders any con- 
siderable use of media of payment (in note or deposit 
form) unnecessary If professional speculation 
involves no ‘^damming up” of media of payment, it 
involves, of course, no ^ ^damming up” of money The stock 
capital either But the case is not the same -where cjetnng^is 
speculation by the public is concerned The highly limited to 
developed clearing facilities apply to business between ex^nge 
one broker and another, and not to business between members 
the brokers and private speculators who are not 
members of the exchange The latter have to make Payments 
payment in actual media of exchange (by drawing on brokers and 


a checking account) when they buy securities, and to 
be paid in media of exchange when they sell securities 
We shall see later that the habit which prevails in 
America, for the private speculator to leave the pro- 
ceeds of security sales with his broker if he intends to 
continue his speculation, makes such payments 
unnecessary But where the broker habitually pays 
out the sales proceeds to his customers, speculation by 
the outside public is associated with the use of media 


private 
speculators 
may involve 
cask or bank 
deposits — 

— except it 
private 
speculators 
continue 
trading by 
means of 
brokerage 
deposits 


of exchange Usually, however, extensive speculation gp^^ulation 
by the public only sets in when the development of by the genera 
bull sentiment among them is backed up by an increase only on^bur 
in the supply of bank money dant credit 
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This argument that persistent bull speculation by 
the general public cannot develop, no matter how 
optimistic a frame of mind they may be in, unless they 
have the funds put at their disposal, will be explained 
further in Chapter YI j^lthough the previous analysis 
will have sufficed to show that stock exchange specula- 
tion IS likely to tie up money capital only when there 
IS an expansion of bank credit, the chain of reasoning 
will not be complete until we have examined the 
mechanism of payment on the stock exchange and of 
brokers^ loans Before proceeding to this topic, how- 
ever, we will take up the question of stock exchange- 
losses 



CHAPTER Y 


the" loss oe capital i¥ stock exchange 

SPECHLATION 

32 While it IS perfectly clear that an mdividiial 
capitalist or speculator may male losses on the stock 
exchange, it is very doubtful whether ^'society'' can 
make such losses We are not, of course, referring 
here to the losses of one society to another, for instance, 
to the losses which the inhabitants of any particular 
country may suffer in respect of investments or stock 
exchange operations abroad The question with which 
we are concerned here is whether an individuars losses 
from domestic stock exchange transactions represent a 
loss to the society to which that individual belongs ^ 
Before we answer this question we must, however, 
investigate the causes of stock exchange losses 

A holder of shares suffers a loss when the shares 
depreciate in value this may be due to (a) damage or 
destruction of the real capital of the enterprise , (b) a 
fall in the prospective profits of the enterprise, (c) 
consumption of the capital of tLe enterprise, (d) a rise 
in the rate of interest at which the profits have to be 
capitalized, (e) a misdirection of investment by the 
enterprise, (f) a reaction to a previous speculative 
over-valuation of the shares 

From the standpoint of the ^'community as a 
whole” these various causes merit different judg- 
ments 

(a) When real capital is damaged or destroyed there 
IS undoubtedly a loss of social capital The fall in the 

1 Cf B G- Hawtrey’s verdict m The, Art of Genital Banhingy 
p 83 “What one man loses, another gams The individnal 
changes of fortune may be great, but they have no more economic 
sigmncance than those which aiise from baccayat or bettmg ’’ 
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piice of tlie stares is not, of course, an additional loss, 
it IS sinjply the way in which the loss to society is 
expressed on the market 

(b) The fall in the profitability of the enterprise 
may have various causes If the demand for the pro- 
duct of the firm declines and the reduced selling price 
of the product diminishes the firm’s receipts, then the 
investment of capital in the particular line of pro- 
duction concerned may turn out to be un3ustified, in 
any case the fall in value of the firm’s capital simply 
represents an adjustment which is expressed by the 
market in the form of a fall in the price of the shares 
The same is true when competing concerns using 
improved technical methods are able to push down the 
selling price of the product The fall in the profits of 
the firm using the old methods and the reduction in 
the value of its shares will be more than compensated 
by the profits of the up-to-date firms and the gain to 
consumers, thus it cannot be regarded as a loss to 
society Profits may be impaired by a rise in tbe 
prices of certain necessary means of production, such 
a price rise may he caused by a competing demand for 
these factors by other, more promising types of employ- 
ment In this case the fall in profits is not to be 
regarded as a loss to society If, however, the decline 
in profitability is not due to an economic process of 
adaptation or development, but to some “harmful” 
interference from outside, then we may say that there 
IS a social loss of which the market takes cognixance 
through the fall in security prices 

(c) The consumption of a firm’s capital may be due 
to wrong accounting methods, bad tax Jaws, or bad 
business practices, which result in the distribution or 
taxation of “fictitious” profits To meet these dis- 
bursements the firm either uses up part of the necessary 
replacement funds (e g , it makes inadequate allowance 
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for depreciation) or it raises new capital (it wateis its 
share capital or contracts new debts) In these cases 
the fall in share prices obviously signifies a diminution 
of social capital 

(3) A rise in the rate of i^iterest must, if the pro — the interest 
ductivity of the enterprise is unaltered, cause a 
reduction in capital values and consequently a reduc- 
tion in share prices If the rise in the interest rate is 
due to a shortage in the supply of capital, it may he 
considered disadvantageous from the collective stand- 
point, if it is due to an increased demand for capital 
aiising out of technical progress, it may be regarded 
as beneficial from the collective point of view The 
fall in share prices does not, therefore, permit the 
inference that a loss to society is involved 

(e) A misdirection ot investment, i e , the use of — iDvestment 
money capital for the creation of real capital -which 

yields a return below the marginal productivity of directed— 
capital in general and is therefore unprofitable, is 
equally “^regrettable” from both the private and the 
social point of view Since over-speculation on the 
stock exchange has sometimes been deemed a cause of 
misdirection of investment, this point demands special 
attention 

(f) The losses ensuing from the reaction of the --spcculfttion 
securities market which is hound to occur sooner or 

later if prices have been driven ‘Hoo high” by specula- pncestoo 
tion, are what people usually refer to when they speak 
of ‘^stock exchange losses,” and are the target of their 
most veheitient criticism These losses, however, are 
exclusively shifts in the distribution of wealth and of 
income they do not in themselves represent any loss 
to society This pomt is not clear even to many 
trained economists and probably needs to be explained 
in greater detail 
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Altliougli cases (a) to (d), and otliers of a siniilai 
Lind^ undoubtedly represent losses to the owners of 
the securities, they axe not losses specifically connected 
with stock market operations, since the cause is in 
each case on ^Hhe commodity side^’ and the changes in 
the share prices are merely a reflection of economic 
eTents m the sphere of ^'real goods The only 
relevant cases for our purposes are case (e) which raises 
the problem of whether security speculation causes 
misdirection of investment, and (f) which raises the 
problem of whether security speculation can cause 
capital to be lost in the actual speculative trans- 
actions themselves 

33 For the moment we will postpone discussing the 
question of misdirection of money capital, in this 
chapter we will tiy to show that money capital cannot 
be lopt in the transactions connected with security 
speculation This is not difldcult It would be much 
more dif&cult to explain why many an economist has 
gone astray on this point The argument that the 
money capital which flowed onto the stock exchange 
might be ^^held up’^ for a certain length of time 
undoubtedly made sense The idea that money capital 
can be lost on the stock exchange seems, however, to 
make scarcely any sense at all 

If we reproduce the arguments used by Professor 
Reisch, we shall see how a rather obvious error led 
this well-known author to jump from his statement 
that the sales-proceeds of shares ^^do not always flow 
back into the economic process/’ to the statement 
that they ^^may he used for speculating on the stock 
exchange and perhaps be lost there Eeisch 
describes the course of events as the result of which 
“some part of the capital contributed is in 

2 “Ruckwirkungen/’ p 209 
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danger of being lost’^ in the following way^ ^‘The 
shaie prices had reflected unreal (artifici^y high) 
values , they were soap bubbles which, when the 
i>pecnlati\e movement ceased, knocked into each other 
and burst, leaving only a stnall foundation of real 
value On the speculative market a long senes of 
business transactions are concluded but only the 
balance flows into the economic piocess ’’ 

Reisch here takes a more radical position than he 
did in his first article on the same subject ^ There 
he still held the opinion that with the cessation of 
the stock exchange boom the monetary media which 
had been used and had of course represented money 
capital, “become available again for use in other 
spheres of economic activity The gams and 

losses of the speculators are for the most part^ of 
no Significance to the community as a whole since 
though they cause shifts in the relative wealth of 
the participants in the speculative operations, they 
do not change the wealth of the community as a 
whole ” In his second article, however, Reisch holds 
that, in addition to the shift in the distribution of 
capital ownership, there is a capital loss to society shuftmthe 
When stock prices break, so he reasons, “the lower 
sellmg price of the speculators is, it is true, balanced »wneiainp, 
by the lower buying price of the buj ers, who may ^ 

he assumed to he outside the speculative market, 
but the speculators have lost both the gains which 
they made in the boom and part of their original 
capital, and in some circumstances they may not 
even have the wherewithal to pay back the loans they 
borrowed from the banks, so the banks which have 

3 Ihid , pp 207 5 

^ “Uber das Wesen und die Wirknngen der Borsenkredite,*’ 
loc cit , p 14 

5 The statement was qualified to allow for the gams of 
foreigners 
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obligations to meet and now cannot obtain tbe 
expected cquiyalent (repayment by tbe speculators out 
of tbe proceeds of security sales) may suffer losses on 
tbeir assets Tbis should suffice to show/’ so Iteiscb 
concludes, that, in addition to tbe temporary tie-up 
of capital and credit, ‘^price changes may occur on 
tbe stock exchange which make it questionable whether 
the capital and credit will flow back eyen Ijater 
This ‘^capital and credit, which must haye been 
represented by circulating media, thus disappears 
without leaying a trace It has obyiously ceased to 
be tied up after the speculatiye boom has come to 
an end, and yet, so it is contended, it has not 
‘‘returned’’ to the economic system — it must then haye 
completely disappeared 

The reason why the attempt to trace the lost money 
capital was in yam was that the only persons followed 
up we're the persons who last acquired the shares at 
a low price, the speculator who sold at a loss, and the 
creditor who might suffer as a result of this loss But 
one does not haye to be a yery good detectiye in order 
to reason out that the speculator who sold at a low 
price lost because he had bought preyiously at a high 
price, and to discoyer, thus, that the money which is 
being searched for must have gone to the person who 
sold at a high price, or to use the jargon of the stock 
exchange, to the person who ‘^got out in time ” 

Ho reader of this hook will, I hope, make the 
mistake of thinking that nobody or only very few 
people manage to ‘^get out m tune ” There are two 
parties to eyery transaction , so to eyerybody who 
bought at a high price, there must correspond some- 
body who sold at this high price, and who then stopped 
speculating and so was the lucky recipient of the 
money capital which was helieyed to have been lost 

^ ‘ Ruckwirktmgen/* p 208 
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H Aiguments conceinmg tlie losses wliict society Someargu 

1 . ft r , 1 ments about 

IS supposed to suiier as a consequence ni stock stock 

exchange losses usually consist of a confusion of a f^^^tange 

° losses contain 

nuniL%r of difteient ideas Among these are the a mixture of 
folloiving (i) real capital is lost, (2) money capital 
3s lost in the sense that sums oi money which would 
have flowed onto the markets for producers’ or con- 
sumers’ goods fail to do so, (3) money capital is lost 
in the sense that sums of money which would have 
been available for productive investment are di\erted 
into the channels of consumption and thus flow onto 
the consumers’ goods maiket instead of onto the pro- 
ducers’ goods market , (4) money capital is lost in the 
sense that bank credit which was granted for purposes 
of speculating on the stock exchange cannot be repaid 
and thus fails to return to the banks The last quota- 
tion from Reisch is evidence that this confusion 
prevails and no doubt manv more examples could be 
cited 

Many: of these ideas are, however, inconsistent with 
one another On the one hand stock exchange losses —and self 
aie accused of having deflationary effects (jN’o 2), tory 
while at the same time it is feared that, as a result 
of stock exchange losses, bank credits will not be 
repaid to the banks (hTo 4) But what does this last 
effect imply ^ It means that the economic system 
lemains more amply provided with circulating media 
than would have been the case if the credits had 
returned to the banks Let us assume a case of a 
very heavy stock exchange loss Suppose that the 
banks have created credit in order to provide a number 
of speculators with funds for buying shares which 
later turn out to he worthless The unlucky buyers 
of these shares have transferred their deposits to lucky 
sellets of the shares, and the former are therefore 
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unable to repay tbeir debts to tbe banks In sbort^ tbe 
btock extihange losses in this case prevent tbe ‘defla- 
tionary’^ effects wbicb tbe repayment of credits may 
possibly bave , if tbey are not repaid^ tbe bank deposits 
lemam in existence, wjiereas if tbey are lepaid tbej 
arcj temporarily at least, destroyed 

Tbis (slightly friTolous) manner of leasoning serves 
to sbow the danger of carrying arguments to extremes 
and the need for exercising very great caution in 
analjsing economic problems If we make tbe 
argument even more extreme, we obtain quite different 
5 lesults if tbe failure of tbe speculators to repay 
ibeir loans caused tbe banks to get into such diffi- 
culties that tbey bad to close down, then tbe immediate 
result would be tbe destruction of all tbeir deposits 
In this case tbe failuie to repay bank credits would 
be more deflationary than tbeir repayment 

35 In other cases also it can be shown that, 
theoretically at least, tbe exact opposite of tbe 
expected and feared results is conceivable Let us 
take tbe case of a reduced capital supply due to tbe 
consumption of gams made on the stock exchange 
(Ho 3 in tbe list of mterpretations given above) We 
bave already referred to this case in Section 18 Tbe 
money capital employed to buy shares comes into tbe 
bands of tbe seller, and if be chooses to look upon 
part of this money capital as profit and uses it for 
consumption purposes, then tbe funds available as 
money capital are reduced in favour of tbe funds used 
for consumption 

At first sight xt may seem paradoxical to argue that 

^ Incidentally, "the losses to banks on brokers^ loans have been 
extremely slight It might even be true that of aU banks* assets, 
brokers* loans have been the soundest in this depression from the 
banks’ pomt of view ” Bufus S Tucker, "Government Control 
of Investment and Speculation,” American Economic Bevtew 
Su'pplement^ 1935, Vol XXY, p 146 
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losses OH tlie stock exchange are capable of lesultiag m 
increase of money capital Tke conditions necessary 
for this to take place are, however, not at all unreal 
All that IS necessary is that the seller should cover his 
losses out of his income by restricting his consumption 
Let us take the case of an occasional speculator who 
borrows from his bank to gamble on the stock exchange 
and buys securities at high prices The fortunate 
seller — it may be another speculatoi or it may be a 
corporation which has just floated a new issue of shares 
— receives the full amount of the money capital, the 
unlucky speculator later sells out at low prices and so 
receives less from the new buyer of the shares than 
he himself had paid previously If he now makes up 
the deficit on the debt he owes to his bank by reducing — likewise 
his consumption, thus saving a pait of his cm lent may 

income, and if the banks reinvest the repaid amounts, increased 
the stock exchange loss will have resulted in real exchange 
capital formation As the individual concerned would reduce 
not otherwise have decided to save, we might call it and if theft© 
n case of involuntary saving induced by stock exchange 
losses (If, however, the ^ ^make-up savings” of the 
losers are not invested, deflation results Incidentally, 
this outcome is the more probable owing to the pessi- 
mistic attitude which follows heavy losses ) 

Again, short-term savings may be involuntarily con- 
verted into long-term savings as the result of losses 
made on the stock exchange If A is saving for some- —likewise 
thing that he intends to consume at a later date (such exchange 
as a long journey or the purchase of an automobile) 
and invests these savings for the time being in shares, 
he makes his temporary savings available for the 
creation of real capital If, after having bought the thus mci ease 
shares at 100, he fails to find a buyer who will take 
them at this price, and finally has to sell them to money 
another saver, B, at 80, then 80% of the money capital 
invested in the real capital will have been provided 
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out of B’& savings and 20% out of savings whicli liave 
been inv(:^untarily sacrificed by A Altliougli A 
merely wanted to invest bis funds temporarily, be was 
unable to withdraw tbem from the productive process, 
and so tbe loss be suftered^on tbe stock exchange became 
long-term savings of tbe economic system 

We have no way of telling bow important quantita- 
tzvely tbe savings induced by stock exchange losses in 
practice are Presumably they are considerably less, 
than tbe figure for consumption of gains made on tbe 
stock exchange But tbe principle is significant, that 
tbe consumption of savings induced by stock exchange 
gains does have a counterpart in tbe formation of 
savings induced by stock exchange losses In tbe one 
case tbe speculator looks upon bis gains as an addition 
to bis income and increases bis consumption, and in 
tbe other case, tbe speculator considers bis losses as a 
dimini^tion of income and reduces bis consumption 
In so far, however, as these gains or losses are regarded 
not as changes in income but as changes in wealth,, 
they represent merely interpersonal shifts in wealth, 
which may be connected with tbe valuation of capital 
but have of themselves nothing to do with tbe forma- 
tion or consumption of capital 
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THE DEMAND EOR MONEY BY THE STOCK 
MARKET 

36 In. tills cliapter we sEall carry out th.e promise 
made on several occasions in previous chapters to 
analyse our problem more closely from the standpoint 
of monetary theory 

First of all, we must examine tlie argument that the 
stock exchange takes money, or circulating media, 
away from other markets This argument is advanced 
even by authors who disagree with the thesis that 
capital IS tied up on the stock exchange It goes with- 
out saying, of course, that those who defend the theory 
of the tie-up of capital implicitly hold that purchasing 
power is tied up 

According to Eeisch, there is ^^no doubt whatever”^ 
that circulating media are tied up by stock exchange 
transactions and are released when the stock exchange 
boom comes to an end ^ His view has been very neatly 
put by H von Beckerath in the following sentences 
"^^The money which is withdrawn from expenditure on 
the markets for goods and labour, and used as unit 
of account for business on the stock exchange, leads 
to a temporary reduction in the demand for goods and 
for labour This is to say that the money is held up 

1 ‘‘Uber das Wesen und die Wirkungea der Borsenkredite/* 
loc c%t , p X3 

2 Jhtd , p 14 ‘*It IS only when tbe stock exchange boom breaks 
and comes to an end that the circulating media become available 
again for us© in other spheres of economic activity ” Eeisoh did 
not see that it is precisely when the boom breaks that an '^absorp 
tion” of circulating media may possibly take place due to the 
hoarding of sales proceeds by pessimistic sellers of shares 
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OE its way and for the time being can neither be spent 
nor lent m the economic process proper 

The idea, then, is that the demand for other 
economic goods is reduced in favour of the demand for 
securities It is a fairly generally held opinion that 
by exerting a “demand for circulating media, the 
securities market comes into competition with other 
markets Balogh, for instance, says that “circulating 
media move from one market to another but are ‘held 
up’ on each of them for some short or long interval of 
time 

He speaks of a “circulationary tie-up”^ to indicate 
that circulating media are held up for a particularly 
long time on a rising stock market Palyi, famous 
for his sharp wit and tongue, also finds, in an analysis 
of American conditions, that “the remainder of the 
circulating media were used to purchase securities 
and real estate and were until recently tied up in these 
uses’ , he thinks it necessary to add somewhat scorn- 
fully in parentheses “There is a new-found thedry 
which holds that the stock exchange never ties up 
capital even in the short run, but that the money 
paid in the morning flows out into the ‘economic 
system’ m the evening in order to return to the stock 
exchange the following morning no account will be 
taken of this ingenious theory here ” Hor will any 
account be taken here of this ingenious method o£ 
criticizing the caricature of a theory 

In so far as the argument concerns not the provision 

3 Herbert von Beckerath, Kwpitdlmarht und GeldTnarht, Jena 
1916, p 162 

^ Thomas Balogh, “Latente Inflation, Wahrnngssystem, Noten- 
bankpolitik nnd Borsenhausse,” SchmoUer^s Jahrhuch fur G-eseUge 
hung^ YtrwdLiung und V ol^swvrtschaft tm D&uUchm jSeic^e, 5&d 
year, 1929, p 591 

5 Ihtd , p 696 

€ Melclnor Palyi, ‘^Zinsfusa nnd Zahlungsbilanz in den Yereinig- 
ten Staaten,** Magaun dtr Wtrtackaft, sSi year, No 45, Berlin 
1929, p 1687 
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of capital but the provision of circulating media, 

Cassel (at whom Palyi’s ironic comments wexC aimed) 
also inclines to the view that the securities market 
competes for circulating media with the rest of the 
feconomic system This is apparent from CasseFs 
remark that when the demand for money by the stock 
exchange rises the commodity price level can be kept money 
stable only by the creation of new hank money “We the stock 
must therefore/’ he says, “come to the conclusion that, 
if the Stock Exchange should require an increase in more money 
the amount of money in circnlatxon, the increase 
can and should be made by the creation of new means 
of payment in proper adjustment to the aim and view 
this money will doubtless consist mainly of bank credits 
on cheque account In this case the amount of money 
available for industrial and commercial purposes will 
remain unchanged, and the general level of commoditj 
prices can thus he kept constant Hence, providing 
that the bank policy is as rational as has been assumed^ 
the Stock Exchange cannot, m this case either, have 
a disturbing effect on the amount of money availabh 
for industry and trade If this proposition I'j 
correct, then, in the absence of a “rational” banking 
policy and under the assumption of “other things 
being unchanged,” the demand for money by the stock 
exchange will “have a disturbing effect on the amouni 
of money available for industry and trade By 
“disturbing effect” is meant, of course, a fall m the 
commodity price level or, more generally, a decline in 
demand on the markets for commodities Despite the 
astonishing unanimity among the various authors on 

7 Gustav Cassel, “Does the Stock Exchange Absorb Capital?’*, 
Shmidinavuha Kredxtahti&bolaget, 1929, pp 23 and 24 

8 Cassel lessens the importance of his statement m the ver> 
next sentence where he adds that “moreover it is by no means 
certain that a rise of prices and greater animation of hnsinesa on 
the Stock Exchange would necessarily result in the need of 
additional means of payment 

69 



STOCKKABKET, CKEDIT AND CAPITAL E0EM4TI0N 

this point;, tile correctness of the asenmed causal nexus 
‘‘rising stock market falling commodity markets’^ 
may still he questioned 

37 The conception of a demand for circulating 
media by particular markets is, in my opinion, not 
always a very fortunate one The same can be said of 
Balogh’s assumption of the “temporary deflationary 
effect of the stock exchange boom If higher prices 
and an increased turnoyer on one market tie up more 
purchasing power, there is, according to such reason- 
ing, a consequent deflationary effect on other markets 
If we use this form of expression, we have therefore 
, to say that an increase in prices or sales on the fruit 
market causes a deflation on the fish market 
If the demand for fish falls off in favour of the 
demand for fruit, then, if other circumstances remain 
the same, fruit prices will certainly rise and fish prices 
fall But it IS no explanation of this pnce shift to 
say that “an increased demand for circulating media 
on the fruit market has a deflationaiY effect on the fish 
market It is self-evident that if there is a shift 
of demand from one commodity to another, and pur- 
chasing power IS used to buy another commodity in 
place of the one previously preferred, the price of 
the one for which the demand increases will rise at 
the expense of the price of the one for which the 
demand declines Can it be inferred from this that 
increased interest m securities must raise the prices of 
'■ the latter at the expense of the prices of commodities ^ 
When someone wishes to acquire securities and 
obtains the funds necessary for the purchase by 
refraining from buying things that he previously used 
to consume, the consequent shift in demand xs called 
“saving The savings process represents (if no 
hoarding is involved) a shift in demand from present 

^ Loc ext , p 592 
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goods to future goods, and leads, by way of the eoire*- 
sponding shifts in prices, to shifts in proo-action It 
IS Tisnally assumed that a significant price shift takes 
pla«e not only between consumers* goods and securities 
but also between consumers’ goods and producers’ 
goods It may seem strange that the price fall in Oonsimiera 
consumers goods should correspond on the other side prue can 
to price rises in two categories of things at the same 
time But there is nothing complicated about this, in od users’ 
for the rise in price of titles to capital goods may 
actually involve the rise in the prices of the capital mgh ' 
goods themselves 

Those who are accustomed to think in terms of a 
constant velocity of circulation of money will probably 
not find this explanation easy to accept According to 
their view money (under which we include bank 
deposits on current account) performs a fixed number 
of transactions in a given period of time and the 
price level is determined by the turnover of goods, No—ifth® 
the quantity of money, and the fixed velocity of velocity of 
circulation The velocity of circulation is accordingly 
not conceived of as a dependent variable Our refer- 
ence to the shift in demand from consumers’ goods 
to capital goods, however, implied ^^additional trans- 
actions” — ^the purchase of securities — and those who 
adhere to the theory of a ^^constant” velocity of 
circulation will reject the argument according to 
which the titles to capital goods (securities) as well 
as the actual capital goods rise in price 

There are other authors, however, who assume not 
a constant transactions velocity of money hut a 
constant income velocity or circuit velocity These 
authors will find no difficulty in accepting the pro- — 
position that security prices and producers’ goods 
prices rise together, and that the supposed causal eirculatioB 
nexus ^^rise in security prices fall in commodity “ 
prices” does not hold 
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But any assumptions of tliis kind concerning the 
velocity of* circulation of money are quite arbitrary 
It IS necessary to ask whether the turnover of securities 
lengthens the circuit round which money has to ftow, 
and if this is the cas6, whether the transactions 
velocity may not rise correspondingly If the first 
question could be answered in the negative, or tho 
second in the affirmative, then the argument that the 
commodity price level is independent of the volume 
of transactions on the securities market would be 
substantiated 

38 The more plausible argument may seem to be 
that a rise in security prices and an increase in the 
turnover of securities must lead to a fall in the so- 
called price level, simply because the demand for 
money by the securities market and therefore by the 
economic system as a whole will have risen Given 
an increased demand for money or circulat^ig media^ 
and an unchanged supply of money, it would be diffi- 
cult to imagine anything else than an inevitable fall 
in prices The question, however, is whether an 
increase in turnover of securities, which may be an 
increase in the number of securities traded or a rise in 
their prices or both, involves an increased demand for 
money or circulating media This question is sug- 
gested by the fact that the turnover on the security 
exchange is effected, for the most part, not with the 
use of circulating media, but by a system of reciprocal 
cancellation, or, that is, by a clearing process 

The introduction of the clearing mechanism into our 
analysis at this point is essential There is no other 
sphere of the modern economy besides the stock 
exchange for which one is justified in arguing that 

1 1 have discussed the concept of the demand for money else- 
where See my Q-oldheTnwdhrungi BCalberstadt 1925, pp 163 
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the clearing mechanism may take care of an increased The stock 
turnover and avoid an increase in the demand for deanng raaf 
money It was made clear by Mises that we are o^>''^atean 
seldoiji ]ustmed in supposing that an increase in the the demand 
demand for money due to ad4itional business will be *«one) 
automatically ^ ^compensated^’ by an extension of the 
clearing mechanism ^ Mises said explicitly ^^An 
extension of the clearing system can never be 

called forth automatically bj an increase in the 
demand for money Nevertheless it seems to me 
that stock exchange business, when there is an 
increased turnover of securities between members ot 
the stock exchange, is a special case which falls out- 
side of this proposition 

39 The clearing procedure is an almost indispens- 
able part of the technique of operating on the stock 
exchange With transactions within a more o’ less 
closed circle of people, most of the claims can be 
settled by balancing with counter-claims without the The members 
use of money Such reciprocal cancellation will be system eS© 
possible for a major part of all claims even when such their mufcoal 
procedure is confined to the transactions of a single remp^cal 
day The possibility of using this off-setting pro- cancellation 
cedure is greatly extended when the business of several 
days is brought together in a settlement period This 
practice is followed on many leading stock exchanges 
even where there is a legal prohibition against forward 
dealings and only cash business is allowed 

The gross value of the securities traded on the stock 
exchange never has to be paid either in cash or bj 
cheque , only the differences have *to be paid Very 
few people fully realize what an important part is 
played by this process of off-setting claims against each 

2 Ludwig vpn Mises, The Theory of Money and Credit, English 
edition 1935, pp 302 iJ 

3 Jitd , p 305 
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other and pa^Tug the difterences In a hook published 
as long ago as 1905 it was estimated, by one who was 
well acquainted with the facts/ that on the English 
stock exchange 90% of the obligations were ^settled 
by off-setting and only 10% were paid by means of 
bank cheques 

A passing reference naay be made here to Albert 
Hahn’s treatment of the whole problem of stock 
exchange ciedit In Hahn’s view, the main problem 
IS whether or not the stock exchange absorbs money 
in the narrower sense, i e , cash ‘^The purchase of 
securities, the so-called stock exchange turnover, as 
such takes place almost exclusively without the me 
of cash and therefore exerts scarcely any effect 

on the credit market The transaction of stock 

exchange business without the use of cash is an 
essential element in Hahn’s theory of credit As he 
regards the demand for cash as a decisive factor in 
the determination of the rate of interest,® he attributes 
more importance to the absence of the use of cash in 
stock exchange operations than most other authors 
When we say here that the turnover of securities need 
not involve any increase in the demand for money 
or circulating media, we mean not that it requires 
only bank money and no cash, but that the major 
part of the stock exchange turnover requires neither 
the one nor the other The off-setting mechanism 
makes it possible very largely to dispense with both 
cash and bank money 

40 These considerations do not, however, exclude 
altogether the possibility of a rise in the demand 

4 Edgar Bas engliBche Banl^wesen^ Leipzig 1905, p 95 

5 Albert Hahn, ^‘Borsenkredite nnd Industrie,” FranhfurUr 
Zeitung^ 9th May, 1927, No 341 

6 Sea especially Hajm, “Zur Theorie des Geldmarktes,” Archiv 
ftlr Sozialwissenschaft und SoziidpoUtih, Vol 61, pp 289 
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for money during a stock exckaiige boom Even if 
only a fraction, let us say 10%, of tbe turnover on 
tke stock exckange makes use of tlie monetary circula- 
tion^ (bank deposits of course), tben, assuming a con- 
stant ratio between tbe volume ot transactions eftected 
by tbe clearing mechanism and tbe volume of tians- 
actions effected witb tbe use of cheques, an increase in 
stock exchange turnover would still cause an increase 
in the absorption of bank money in absolute figures It 
IS, however, not correct to assume that the propoition 
of the transactions which can be settled by clearing 
remains constant It will be immediately apparent 
that when the volume of transactions increases, the 
possibilities of off-setting are augmented not only mentst^otal 
absolutely but relatively, and that the balance of the 
d.ifferences which have to be paid is not proportional to increases 
the level of transactions 

The notion that a rising stock market requires a 
larger volume of circulating media than a falling 
market is, so far as concerns the narrower circle of 
operations, i e , those which come under the settlement 
procedure, not valid, since falling prices are ]ust as 
•conducive to ^^differences” as rising prices Since it Rising pnces 
IS only the differences which have to be settled by 
payment, and differences are of equal frequency on a increasing 
rising market as on a falling one, the a fnon assump- differences 
tion that in a boom an increased circulation of money 

ing prices,^ 

IS needed for the purpose of ^hn-and-out trading” of 
securities on the stock exchange is unfounded 

The stock exchange turnover may increase by 
■^^quantity” or by ^Value,” i e , more securities may 
be traded at unchanged prices or the same number of 
securities may be traded at higher prices, and there are 
of course any number of possible combinations of these 
factors The proposition that there is no logical 
necessity for the differences for settlenient to rise with 
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an increase in tlie turnoTex figures, liolds equally well 
for a ^ ^quantity’’ ox a ‘Value^^ incxease in turnoyex 
If a group of speculatois undertake a large number of 
transactions among tbemselves, tbe balance i^hicb 
remains to be paid after fofi-setting need not be greater 
than it would be if tlie turnover bad been smaller 

An increase in turnover will tend to bung witb it an 
increase in differences to be settled by cheque payments 
only if tbe increased business is not evenly distributed 
among tbe various clearing-bouse members, or, more 
correctly, if tbe unevenness in tbe distribution of 
business among brokers is increased by tbe increased 
turnovei Tbe probability that tbis will happen in tbe 
course of a stock market boom is fairly high for tbe 
following reasons (1) brokers are often specialized as 
to tbe type of customers they serve, and an increase 
in trading may find market opinions divided as between 
these *types of customers, (2) different brokers may 
have different opinions as to expected market develop- 
ments, and may advise tbeir customers accordingly^ 
so that selling and buying orders are unevenly distri- 
buted over tbe brokers 

Tbe sales must, of course, equal tbe purchases If 
one half of tbe brokers served tbe customers who did 
tbe selling, and tbe other half of tbe brokers served 
tbe customers who did tbe buying, then any increase in 
turnover would involve an equal absolute increase in 
payments for settlement If, however, each broker 
served both selling and buying customers, tbe absolute 
increase in cheque payments would fall short of tbe 
absolute increase in turnover If tbe increase in turn- 
over were such that tbe distribution of sellers and 
buyers among brokers remained unchanged, total turn- 
over and payments for settlement would rise in tbe 
same proportion If tbe increase in turnover were such 
as to make for a more even distribution of buying and 
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selling orders among the various brokers the anion ut Check pa> 
of cheque pajments would fall relative^, acd indeed, ^nmvablv^ 
might fall absolutely All these developments are 
poss:iJ)Ie, an inspection of clearing-house statistics^ business,— 
shows that in the past the amount of payments for — actuaih 
settlement usually rose absolutely hut fell relatively 
With an increase in turnover part 

The absolute increase in cheque payments which may 
thus accompany rising stock market transactions can 
be taken care of out of unchanged totals of brokers^ 
cash balances In other words, there is no logical Increasecl 

necessity for a rise in clearing balances reqmring baUncea, 
settlement to cause a rise in tbe bank balances beld by 
brokers at the close of the day There is almost no without 
statistical evidence available which might show 
whether, in point of fact, brokers carried larger balances 
balances when transactions were larger The reason 
why they easily could do more business without higher 
bank balances will become obvious from an analysis 
of tbe mechanism of stock exchange loans ® 

41 The settlement procedure is open only to actual 
members of the stock exchange, i e , the jobbers 
(dealers) and brokers Securities are traded, however, 
not only between members of the stock exchange but 
also between brokers and the public It would he a 
serious error to confine our investigation of the pro- 
blems connected with the stock exchange to the activi- 
ties of the professional dealers, since the activity of 

7 See Appendix C, Table XIV 

s See Chapter VII and Appendix B Gf on this point the lucid 
discussion by Charles 0 Hardy, Credit Policies of the Federal 
Reserve System^ Brookings Institute, Washington, D C 1932 On 
p 167 he writes “There is no theoretical limit to the volume of 
business which can be supported by a given volume of reserves, if 
substantially everything is liquidated each day before the banks 
statements are made up As service balances required of brokers 
-do not vary in proportion to their loans, as is customary with 
commercial loans, there is no theoretical necessity for brokers to 
ancrease their average balances as their turnover goes up 
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these dealers is directed by the willingness to buy and 
sell on the part of the public There is an old stock 
exchange ]oke which says that no inn can keep going 
in the long run if the bar-tenders have nothing e]se to 
do except play billiards fWith each other It can exist 
only if there are customers to serve In the same way 
the members of the stock exchange live not from ^‘play- 
ing with each other,” but from the operations which 
they undertake on behalf of the public A rise on the 
securities market cannot last any length of time unless 
the public is both willing and able to make increased 
purchases But all that was said about the clearing 
mechanism dispensing with the use of money does not 
apply to transactions between the public and the stock 
exchange, and we must therefore continue our investi- 
gation in this direction 

The fact that ''^inside business” on the stock 
exchalige, as I have tried to show, need not have the 
effect of tying up more circulating media in times of 
boom does not mean that “^'outside business” carried 
on between brokers and the public may not have 
this effect 

42 The attempt is sometimes made to dispose of the 
argument that the stock exchange or the speculating 
public cause a tie-up of circulating media by compar- 
ing the process to a ^^sieve with wide holes ” The 
securities market is supposed to be analogous to a sieve 
because the sellers of securities obtain the money just 
as soon as it is invested by the buyers, and the circulat- 
ing media to a certain extent merely ^^run through”, 
they remain at the disposal of the whole market with- 
out any ^^tie-up” or ^^absorption ” But this formula 
could be applied just as well to any other market with 
the result that money would never be ^%eld up” or 
^^absorbed” anywhere The seller of a commodity 
also obtains the money spent by the buyer, and it 
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would be impossible to explain any price sliift if we 
were to aigue that the seller might spend tha money 
he received for his commodity to purchase the goods 
which^the person who bought from him had to forgo 

Similai views are often to lye found elsewhere, as 
for example, among those who advocate a policy of 
subsidizing certain groups of producers for the pur- 
pose of gmng them more purchasing power to spend 
on other products It should be obvious to anyone 
after a little thought that, with a given speed of 
transactions and a given quantity of monetary media, 
an increased total expenditure on one product can take 
place only at the expense of a diminished total expendi- 
ture on another product 

It should be noted that this proposition relates not 
merely to increased prices but to increased ^ ^outlays/’ 

1 e , the product of price times quantity Emphasis 
might also be laid on the word ^ ^product” in another 
sense, for it might be possible for money to circulate 
at a different speed in respect of payments for products 
than in respect of other payments The theory of the 
so-called ^^cession payments/^ as it was, for example, Thetheoryof 
developed by Wieser,^ seems implicitly to assume that paymeTfcs”-- 
payments which do not relate to purchases of goods 
take place, so to speak, ^hn no time,*^ or, more pre- 
cisely, that they edge their way in between the pay- 

9 Friedrich Wieser, “Theorie der gesellschaftlicfaen Wirtschaft/* 

G-rundriss dtr SozialolonomiL^ second edition, Tubingen 1924, p 
180 “Cession payments’^ are ‘ payments which are made for various 
reasons outside the market of real goods ' In the English transla 
tion, published undei the title Social Economics, New York 1927, 
the definition reads as follows “We shall call payments by assign 
ment all those which are made nnder any title outside the market 
of natural values * (p 252) We shall substitute for Wieser *s term 
‘cession payments’* or, as it was translated, ‘ payments by assign 
ment,” the term “transfer payments” although in the uterature 
this latter term has only been used in connexion with international 
payments There is, however, no reason why the term “transfer 
payment/ wluch so conveniently describes the transfer of pur 
Siasing power due to “one sided payments, should not be used in 
the theory of domestic payments 
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ments for pm chases of goods without causing any 
postponement of the latter 
When such a ^cession payment*’ or ‘transfer pav- 
ment” takes place^ the payer makes over his guying 
power to the pajee without, according to Wieser’s 
theory, necessarily causing any changes in the direc- 
tion of production As examples of transfer payments, 
Wieser referred to loans, inyestments, insurance 
premiums, gifts, charity, tax payments These pay- 
ments are, in themselves, not supposed to have any 
effect on the disposition over goods and on the 
production of goods, it is only as the recipients come 
on to the market for goods and services that they can, 
through their purchases and the respective '^price 
payments,” cause changes in the direction of produc- 
tion in so far as they use their buying power in a 
different manner from that in which those who pre- 
vionTJy held command over the funds had used them 
If, for example, a borrower, or a recipient of charity, 
buys the same things as the lender, or the benefactor, 
would have bought, then in a stationary economy the 
transfer payments would have caused no change 
According to Wieser’s theory, the transfer payment 
itself may be regarded as directly indifferent from the 
standpoint of the price system It is only the Sub- 
sequent price payments by the recipient that can lead 
to price shifts Thus the demand of the borrower will, 
for instance, raise the prices of certain means of 
production while the decline in the demand of the 
lender lowers the prices of certain consumers* goods, 
or the demand of the recipient of relief will raise the 
prices of certain consumers* goods while the decline in 
the demand of the benefactor or the taxpayer causes 
the prices of certain producers* goods to fall 

10 ‘‘In a static economy, the equation of supply and demand is 
by no means interfered with, by the influence df assignment pay 
ments or of derived income/' Friedrich Wieser, of cit , English 
edition, p 265 
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Wieser did not explain liow the mechanism of pay- 
ment dihers in the case of transfer paymentb from the 
case ot price payments, or how the time sequence of 
payments should make the direct efitect of transfer 
payments neutral towards thj price system He was 
obyiously concerned exclusively with the system of 
mutual interdependence of commodity prices, and he 
made certain simple assumptions which avoided com- 
plicated questions connected with the circuit flow of 
money The assumptions he made are essentially the 
same as those which are implicit in the concept of money’ w 
^ ^neutral money ” Under the assumption of neutral 
money, disturbances of the circuit flow of money 
cannot occur, or must somehow be compensated 

43 Wieser should not, however, have stopped his 
analysis where he did Given neutral money, not only 
the transfer payments which he enumerated wo ild be 
indifferent from the standpoint of the price system, but 
certain pi ice payments would be equally " mdiffeient 
Payments for goods which cannot be produced or Certain 
reproduced or of which the production cannot be 
increased, would have to be regarded as ''indifferent” have the ^ 
in the described sense — indifferent because the prices '‘transfer 
paid for these goods cannot exert any influence on their payniente*’— 
production or on the disposition of the productive 
factors ^ Let us assume a stationary state and suppose 
that a certain individual A possesses a highly prized 
picture hy a celebrated painter The picture comes 
under the category of non-reproducible goods Ifow 
if B wants to acquire this picture and obtains it at 
a high price, then B's payment to A need not result 
in any shift in the interdependent price structuie of 

1 J G Koopmans, in discussing my remarks on this subject, 
proposes to replace the above formulation by the criterion oz 
whether the good is “without any cost relationship to other gcwids 
or not “ See J G Koopmans, “Zum Problem des Neufcralen 
Geldes,” in Bettrdge zur Geldtheorief edited by F A Hayek, 

Vienna 19^, p 339 
G 
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tlie ecottomy, providing A 'ases the purchasing power 
he acquires in the sime way as B would have used 
it had he not bought the picture Here we have an 
example of a price payment which is — all this# still 
under the neutral moi»ey supposition — of the same 
^‘indiherent^’ character as a transfer payment The 
high price fetched by the picture would leave all other 
prices unaftected The same thing might be true in 
the case of any good which is the object of exchange, 
so long as, whethei foi technical, legal, or economic 
leasons, its production cannot be increased despite 
the rise in its price The prices of such goods may 
use without necessitating any changes in other prices ^ 
The conclusions of the previous paragraphs might 
also be relevant to the case of a rise in security prices 
The payment of the price of the securities is in the 
nature of a transfer payment The purchase of securi- 
ties IS neither more nor less of a transfer payment 
than every loan , it is a transfer payment acknowledged 
by a special kind of certificate or receipt And if 
the seller of the securities uses the purchasing power 
he received in order to huy the same goods as those 
of which the huyei of the securities relinquished the 
purchase, and if the purchase takes place at the same 
time as it would have been made by the buyer of the 
securities, then the rise in security prices will leave 
commodity prices unchanged But if the seller of the 
securities buys producers’ goods, as may happen 


2 In the German edition of this book I tried to show in a foot- 
note that changes m monopoly prices under conditions of inelastic 
demand may be interpreted as cases of the same kind An increase 
m monopoly rent might, I thought, be used for the purchase of the 
same article as the consumers of the monopoly product had to 
relmquish Koopmans expressed the opinion (op cit , pp 337 ) 

that I had stopped half way, as in fact every payment might be 
indifferent with respect to the economic process I myself think 
now, however, that I went too far since my object was not to 
investigate how things would be if money were neutral, but to ask 
in what cases this neutrality would be possible or would actually 
prevail 
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especially m the case of new issues, then the prices 
of these goods will rise at the expense of those goods 
which the buyer of the securities had to giTe up 
The feO-called general commodity price level, exclusive 
of securities, would not, however, be affected security 
prices could rise without there being any consequent 
fall in other prices in general 


44 This theory of transfer payments is, however, 
of no value in explaining reality unless it can be 
plausibly shown that the recipient makes use of his 
purchasing power without delay Without delay' ^ 
means at the same time that it would have been used 
if the transfer payment had not been made Suppose, 
under conditions of a stationary circuit flow of money 
ST had to make a price payment to M, the person 
next to him in the circuit, instead of doing this he 
made first a transfer payment to W which enabled 
the lattei to take over the goods from M, if a time 
interval, however small, elapsed between the receipt 
of the transfer payment and the use of these funds 
for a price payment, then a postponement of the 
demand for the goods and a consequent tendency to 
a price fall would be imavoidable 

The assumption of a loss of time resulting from 
the transfer payment can be avoided only under one 
condition If IST makes the transfer payment to W 
earlier than he would have made the price payment 
to 34, then the payment by N' can reach M still without 
delay It is possible to think of a number of institu- 
tions, or habits, which make it probable that many 
transfer payments do take place more quickly after 
the receipt of income than would expenditures on the 
market for goods The income-recipient who hands 
over purchasing power to his wife or his housekeeper 
does it in such a way that the purchases take place 
no later than if he had bad to go to the market 

83 


meats la of no 
% alue unless 
it proves 
abseuce of 
delays 


When 

transfer pay 
raents delay 
the purchase 
of products, 
product 
prices tend to 
faU 


It may well 
be that 
transfer pay 
ments are so 
fast that pur 
chases are not 
delayed 



STOCKMiEKET, CREDIT AND C\PIT1L FORMATION 

liunseli Tte debtor wbo intends to devote part of 
Ills incoiflLe to debt payment will usually make the 
necessary transfer immediately after he receives his 
income, whereas he will make his purchases of ^com- 
modities only graduall-f ovei the income-period 

Can we say the same of loans or of the acquisition 
of shares by savers^ In a schematic picture of the 
circuit flow of money, we might assume quite 
arbitrarily that incomes were paid out regularly on 
Thursday , that the loan market functioned on Friday , 
and the commodity market on Saturday of each week 
In this case tiansfer pajments, however large, would 
not delay the pui chase of goods, or, to use another 
teiminology, the demand for money by the economic 
system as a whole would be independent of the turn- 
over on the credit market, or, to use still another 
formulation, the increase in the money work to 
be done,^’ i e , the increase in money transactions, 
would be “automatically’’ compensated by a rise in 
the tiansactions velocity ^ 

This institution of the Friday loan market and the 
Saturday commodity market is far from existing in 
reality Nevertheless it is still possible that in reality 
something does take place which allows the results of 
this imaginary institution to be approximately 
achieved Budgeting in advance by the majority of 
income-recipients, for example, would tend to have 
the effect indicated If the individual budgets to save 
a fixed proportion of his income, and decides to use 
his savings to purchase securities, it is very probable 
that he will do this right at the beginning of the 
income-period, so that his average cash balance will 
be lower than it would have been if he had spent all 
his income on consumption Thus, if he buys the 

3 Of the recent formulation in Arthur W Marget, The, Theory 
of Tncea, Vol I, 1938, e g , pp 684 R 
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securities from someone who wants to use the pioceeds 
in the commodit} marhet, it is not unreal assume 
that they will be used there no later than would have 
been the case if no transfer payment had intervened 
A fairly plausible case can x>hus be made out for the 
hypothesis of neutral transfer payments But the 
strange thing is that very few authors have bothered 
their heads about the loss of time caused by transfei 
payments when they have been dealing with ordinar\ 
loans, relief payments, tax payments and the like ^ 
It has been thought necessai} to emphasize the lapse 
of time only in the case of transfer payments connected 
with the securities market In so far as it is simply 
a matter of the flow of purchasing power through the 
stock exchange, i e , the transfer of purcliasmg power 
from the purchaser of the shaies to a seller who intends 
to use it to purchase goods or services, it is difficult 
to see wh} the lapse of time should have been thought 
a greatei evil here than in the case of ordinary loan 
transactions and other transfer payments As the 
argument usually runs in terms of whether stock 
exchange credit has harmful consequences which other 
kinds of credit have not, it is unnecessary to try to 
prove that stock exchange credit finds its way onto 
the commodity market in time^^ , the question 
is only whether the purchasing power transferred is 
likely to take ^^more time’^ before it becomes demand 
tor goods and services in the case of stock exchange 
credit than in the case of other kinds of credit 


^ Hans jSeisaei, Der Tausckwert des Geldes, Jena 1928, saw 
this problem (See p 9 ‘ It is indeed formally possible for the 
process of making loans and granting credit to take a certain 
amount of time a thus if the social product were to remain 

the same but a relative extension of lending were to take place 
this would require money, increase the volume of transactions and 
give rise to a tendency to a fall in prices '*) But he did not think 
that this was of much practical importance 
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45 TKe reasons wkicli may permit the neglect of 
the laps^ of time associated with transfer payments 
and certain analogous cases of price payments, particu- 
larly security transactions, are not sufB.cient to allow 
us to disregard the lajise of time which takes place 
when there is a continual repetition of the same 
event If the recipient of the transfer payment again 
transfers the purchasing power to someone else, and 
the next recipient does the same thing so that no 
demand fcr products is exercised during this time, 
then the interval which elapses before such a demand 
arises cannot be disregarded 

A case where a long chain of transfer payments may 
occur IS perhaps to be found in connexion with the 
conversion and funding of credits loans that have 
just been raised may be used to pay back old loans, 
and the sums repaid may be re-lent in order to be used 
again for paymg back other loans and so on However, 
no authors have regarded this problem as an important 
one Other cases, too, are conceivable where a series 
of three or four successive transfers may take place 
before the purchasing power is employed on the 
market for goods and services ® It has already been 
noticed that successions of purchases and sales can 
take place on the securities market, and that there is 
consequently a strong possibility that purchasing power 
may change hands many times without being used on 
other markets 

We have already emphasized, perhaps more than 
enough, that the purchase and sale of securities within 
the actual stock exchange, i e , between the members 
of the stock exchange, by reason of its clearing 
organization requires hardly any circulating media and 
that an increase in turnover scarcely requires more 
circulating media Here, however, we are concerned 

s E g , there are two transfer operations m the case of taxation 
for providing government relief, and foilr transfers in the case of 
debt repayment new lending distribution of dividends further 
lending 
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solelj With payments between brokers and the public 
which usually take place through ordinary crculating 
media, mostW bank deposits If purchaser A gives a 
cheque to his broker and seller B asks for a cheque from 
his broker if B then hands his cheque bark to his 
broker toi the purpose of buying other securities and 
C the seller asks for a cheque foi his sales proceeds, 
and this process goes on repeating itself, then for the 
time that it lasts cheque accounts will be tied up in 
security speculation 

The picture just drawn does not, howe\ei, represent 
the situation on all stock exchanges In the United 
States, for example, it is by no means usual for the 
seller of securities who is contemplating buying othei 
securities to request his broker to give him a cheque for 
the amount due It is more usual for him to leave it 
on account with his broker until his new order to 
buy has been given and executed The broker ^how- 
ever, will not maintain idle bank deposits to the 
amount corresponding to the total of all the deposits 
his customers keep with him He is more likely to 
use his bank deposits, once they exceed a certain 
minimum, to cover his debts, or if he has no debts, 
to grant loans Customers who keep on selling, buy- 
ing, selling, buying, do not therefore use ordinary 
circulating media such as bank deposits for these 
transactions their accounts with brokers perform the 
function of purchasing power between these customers 
There is thus a separate money, so to speak, in the 
form of brokerage deposits, which serves to effect 
security transactions between the regular customers of 
the brokers ® The buyer of shares diaws on his hroker- 

6 The brokerage deposits, which are the accounts that customers 
keep with their brokers, must not be confused vvith the brokers’ 
deposits which are the accounts which the brokers keep with then 
banks The fact that brokers are not allowed to accept demand 
deposits, 1 e , they are not allowed to act as deposit bankers, does 
not alter the fact that deposits of customers with their brokers 
exist and that these deposits circulate, although only in security 
transactions, of course 
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age deposit and tlie seller acquires a brokerage deposit, 
wbicli, thg next time be buys securities, is transferred 
to a third speculator and then to a fourth and so on 
In short, speculation by the public can also prc^f^eed 
without the use of bant, deposits, or, that is, without 
the use of ordinary circulating media, so long as the 
seller does not require his broker to pay out what is 
due to him (See Appendix B for a description of 
the circulation of brokerage deposits ) 

On some exchanges, however, it is usual for the 
broker to send a cheque to the seller of the securities 
^^automatically,’’ or, that is, without being especially 
requested to do so And even on exchanges where this 
IS not the general rule, there are customers who request 
payment by cheque If customers after having taken 
their funds away from their brokers continue to 
speculate, a chain of transfer payments is carried on 
with bank deposits Such a chain also occurs when 
customers withdraw their funds from their broker in 
order to lend them (not on the same day) to other 
speculators, who perhaps again buy shares from people 
who demand immediate payment by cheque and do not 
decide until later either to speculate further or to 
lend their funds at call In short, when sellers keep 
® their sales proceeds, not with their brokers hut on 
account with their hank, until they decide to use them 
on the stock exchange again, there is undeniably a tie- 
up of the deposits in question ^ 

46 All that remains to ask is when are these chains 
of transfer payments between the hank accounts of 
security speculators likely to arise? From all that 

7 Cf also John H Williams, “The Monetary Doctrines of J M 
Keynes,” Tht QuartsTly Journal of Economica, 1931, Vol 45^ p 
573 “I recognize too, that to the extent that speculation was by 
traders, through brokerage accounts the point about the 

economy of the whole process has force But this ” neglects 
“ +h6 fact that securities were bought by people all over the 

country through their bank accounts ” 
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we kave seen up to now it would appear that in order 
that this shall happen it is necessary foi the ^ specula- 
tive fe\er’’ to infect a very wide circle, this means, m 
the case of most countries, that it must extend to 
circles which are not regular customers of the broker^ 
and ^vhich usually have little or nothing to do with Thiacondi 
security transactions Moreover, the chain of transfer oiil^ when 
payments comes to an end as soon as a seller uses the fe\W 
sale proceeds to purchase goods or services (which will «iffecta th<" 
most often occur if the seller is a firm issuing ne^v 
securities) For a continued chain of stock transactions 
it would therefore he necessary that the incentive to realm vest 
new issuing activity, or, more specifically the incen- ”0S8attracUve 
tive to real investment be smaller than the incentive stock 

, , , , speculation 

to security speculation 

Let us therefore consider the possible causes of 
security speculation by the public and ask m hether tht 
conditions formulated above are likely to prevail" The 
motive for security speculation hy the public lies in 
the expectation of further increases in security prices 
These expectations may be based in the first place on 
prospects of increased dividend payments hy the cor- 
porations If the prospective profits of the enterprises Good pi o 
actually do rise, there will be a corresponding desire busines^ 
to expand and an increased demand for capital on the 
part of these enterprises This demand for capital for for stocks 
industrial actiYity will induce firms to sell out their 

PINT mvestnient 

holdings of securities (securities held in portfolio) and 
to float new issues thus the same motive which invites 
purchases of securities will also lead the sellers to 
employ the sales proceeds in production 

It may happen, however, that the expectations of a 
rise in the prices of securities have no such material 
justifi-cation There may be a feeling of optimism 
which calls forth a supply of liquid cash balances (dis- 
hoarding) sufficient to turn it into an effective demand 
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for securities Tliis is especially likely to occur if 
tile moYefuent is supported by additional bank credit 
We shall return to this point presently Here we want 
to inquire what happens in the case where there jis no 
increase in the supply of money capital and no rise in 
profits of the enterprises to form the basis for the 
sudden development of boom sentiment The most 
probable result in this case is a quick recession of 
security prices For higher stock prices will invite a 
new supply of securities, and the corporations, which 
want to take advantage of the higher prices in order to 
draw funds from the stock exchange and use them foi 
real investment, will find that there are no additional 
funds to be had Chains of speculative security trans- 
actions are, therefore, hardly likely to develop in these 
circumstances 

It IS impossible for the profits of all or of the 
majority of enterprises to rise without an increase in 
the effective monetary circulation (through the creation 
of new credit or dishoarding) unless industry is pre- 
sented with a general fall in wages or a reduction of 
taxation Under these circumstances the improved 
profit prospects will, it is true, cause security prices to 
rise, but this rise will take place almost at one stroke 
and not by way of a gradual upward movement in the 
stock market Chains of speculation can develop only 
as the result of continual price rises over a longei 
period A single rise in the level of profits cannot 
produce a continuous rise in capital values and can- 
not, therefore, lead to extensive speculation by the 
public 

47 A factor which is capable of evoking expecta- 
tions of a rise in security prices is a reduction of 
the interest rate In so far as this reduction occurs 
merely as the result of an increased supply of intended 
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new savings/ the likelihood of a long-lasting upward 
movement of the market is rather meagre It is 
easy to see that if dividend piospects are unchanged 
and the rate of interest is reduced, security prices 
will rise/ and it is more than probable that a sufficient 
amount of security sales from ‘^final sellers’^ (unload- 
ing by temporary holders and new issues) will be 
quickly forthcoming comparatively small offerings 
of securities will suffice to absorb the increased supply 
of new savings and to drain them off to other markets 
For no matter how the supply of money capital derived 
from current new savings may fluctuate, it is scarceh 
conceivable that the total supply of money capital can 
ever rise to unexpected dimensions as the result of 
an increased flow from this source If the public 
devotes only its new savings to the securities market 
and the new demand at once causes some groups of 
securities to become ^ffirmer/^ it will not be necessary 
for the purchasing power of the public to be withdrawn 
from the commodity market until it has '^run 
through^' all the securities quoted on the exchange 
and has adjusted the prices of securities, one after 
the other, to the new market conditions In reality 
this task 18 performed by quickly reacting professional 


8 The supposition that a more plentifui supply of intended 

current new savmgs will lead to a reduction in the interest rate iSj 
of course, very old fashioned since Keynes has decided to treat 
the interest rate either as an independent variable or as being 
determmed solely by the quantity of money and liqmditj 
preferences (GeneTcd Theory of Intere^t^ and Money 

pp 245 S and pp 167 ff ) Kewies* critics have, however, shown 
that the ‘dassicar’ assumption 'sdjout the coimexion between saving 
and the interest rate still has something to be said for it (See 
e g , A C Pigou, ‘ Mr J M Keynes’ ‘General Theory of 
Employment, Interest, and Money’,” Economtca, 1936, pp 115 ) 

9 Changes in money market rates which are considered to be 
only temporary will clearly not cause ‘adjustments” of security 
values Richard N Owens and Charles 0 Hardy {Interest Bates 
and Stool Speculation, A Study of the Influence of the Money 
Marlet on the Stocl Marhet, Publication of the Brookings Institute 
of Economics, New York 1925) apply an unnecessarily elaborate 
scientific apparatus to verify this simple and obvious fact 
statistically 
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speculators wlio require no money to carry out tlieir 
transactions The public’s money is not ^‘held up’^ 
because the professional speculators, who discount 
the public demand, will already have raised the ^evel 
of security prices and thus called into being a new 
supply of securities from the producers 

If it were not for the elasticity of bank credit, 
which has often been regarded as such a good thing, 
a boom in security values could not last for any 
length of time In the absence of inflationary credit 
the funds available for lending to the public 
for security purchases would soon be exhausted, since 
f even a large supply is ultimately limited The supply 
of funds derived solely from current new savings and 
current amortization allowances is fairly inelastic, and 
optimism about the development of security prices 
would promptly lead to a “tightening” on the credit 
market, and the cessation of speculation “for the 
rise ” There would thus he no chains of speculative 
transactions and the limited amount of credit avail- 
able would pass into production without delay 
Only if the credit organization of the banks (by 
means of inflationary credit) or large-scale dishoard- 
ing by the public make the supply of loanable funds 
highly elastic, can a lasting boom develop The 
demand for credit by optimistic speculators rises as 
the borrowed funds are used for stock purchases from 
' “final sellers ” The reason why this increased demand 
does not lead quickly to the exhaustion of the supply 
is that the supply of credit is not restricted to the 
scarce supply of current new savings If the demand 
rises the banks are able to grant additional credit on 
unchanged or practically unchanged terms The pro- 

10 The so called “brokers^ loans on the account of others’* will 
be discussed m the next chapter It may be mentioned here that 
the ample funds of the ' '-others” frequently are the result of credit 
expansion 
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fessional speculators cannot anticipate the entire ">mce credit 
development at one stroke because they do 'not know condition for 
to what limits the credit expansion will so The of 

m. t o 1 111 speculative 

upward movement oi security values which is kept trausactiona, 
going bj this means is capable of producing a chain J^flarioDaiy 
of speculative operationsj and it is then possible for funds which 
the monej derived from credit expansion to remain orbecom^nl*^* 
^Hied up^’ foi a time in a succession of transfer 
payments connected with stock exchange transactions 
It does not, of course, depend on the origin of 
each particulai dollar coming onto the stock exchange 
whethei it will be drained off to other markets 
immediately or only after some delay This is not 
what was meant when we said that it is the money 
derived from credit expansion that is likely to be 
tied up in stock exchange tiansactions It is of course 
possible for funds which come out of real savings to 
*^get stuck’’ in the way described, but this is only 
probable if a particularly abundant credit supply has 
been produced b} the emergence of inflationary credit 
It IS not the origin, but the excessive dimensions of 
the supply of credit, which is the decisive factor The 
supply can, however, reach these dimensions only if 
it comes from an inflationary source 

48 We have shown that it is possible for bank 
deposits to be temporarily tied up in stock exchange 
operations and so not to flow immediately into ^^pro- 
ductive channels ” Does this lend support to the 
view that there can be an “absorption of the country’s Theposbi 
credit in speculative security operations to an alarm- of 

ing extent”^, or the view that stock exchange opera- 
tions rob industry and “legitimate” business of the actious— 
use of the available supply of capital^ 

These views have not been substantiated so far 

1 Federal Reserve Board, Annual Be^iOTt for 1929, p 1 
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We haye given suificient proof tliat only a very small 
fraction o± all stock exchange transactions are capable 
of tying tip bank money Moreover, it should be 
lemembered that ^ 

r 

(1) our conclusions related to inflationary credit or 
rather to periods when inflationary credit was 
being created, 

(2j the money which flows onto the stock exchange 
and is tied up in a series of operations, need 
not come directly from stock exchange credits 
(brokers’ loans) but that any ^^inflationary”" 
credit, no matter in what form it was created,, 
may find its way onto the stock exchange, 

(3) an important distinction has to be drawn 
between a delay in the productive employment 
of funds derived from intended savings and a 
' delay in the productive employment of funds 
from inflationary sources 

The fact that stock exchange speculation by the 
public may tie up inflationary credit will probably 
not be judged an evil once the effects of this inflation- 
ary credit on production are realized If inflationary 
funds were held up for the time being on the stock 
exchange, there would be a temporary ^^localization 
of the inflation The vague notion which many 
people have had of funds being ^"^held up”® may in 
this case be not so far from the truth Here we have 
attempted to make this vague notion more precise by 

2 Thomas Balogh, “Latente Inflation,” loc cit , p 596 

3 This idea is not recent it was put on paper as early as 200 

years ago by the economist Richard GantiUon (who died in 1734} 
in his ^ssm sur la nature du commerce en gineral (London, recte 
Pans 1755) In the last sentence he says ‘ Les billets de banqne 
extraoidinaires, qu^on fabnque et qn’on repand dans ces occasions,, 
ne derangent pas la circulation, farce qy^eiant emfloyis a Vachat 
et %ente fonde cafttaux^ ils ne seivent pas a la depense des 
families ” and even CantiUon concludes the sentence by saying 

that the effects of such dangerous operations do not become 
apparent until a later date 
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desciibing the conditions necessary for a long seiie^ 
of transfer payments The results of onr analysis 
prevent ns from making the mistake of speaking 
generally about the ‘‘deflationary effect of the stock 
exchange boom’’ where, at bSst, the effect is one of 
temporarily absorbing part of tbe inflation 

The newly created funds may make their way in 
the first instance to that section of the public which 
IS interested in the securities market, the boom senti- 
ment of these people raises the prices of the shares 
of various classes of enterprises and some sellers may 
hold their funds on bank account for intervals between 
transactions As various sellers *^get out of the “l)eforethe 
market” and as new issues are floated, the inflationary dramed^ofi 
credit IS drained off into production ^ 

rm_ 1 p T « production 

ilie phenomenon ot the temporary tie-up of infla- 
tionary credit in security speculation would be^ very 
useful in assisting the monetary authorities to frame 
their credit policy If the volume of credit of all 
the banks and the movements in the securities market 
were carefully watched, it might be possible to put 
an early brake on the boom and thus succeed in 
avoiding a more violent reaction A restrictive credit i£ there were 
policy applied at the right moment would check the 
^ progressive watering of the capital supply through hcant extent, 
the expansiveness of bank lending A measure of In ^control 
bank policy of this kind should not, however, be oi credit,— 
associated with any such foolish slogans as “Down 
with stock exchange credit and let industry have it^” 
because the very purpose of the measure would be 

4 See W M Persons, “A Non Technical Explanation of the 
Index of General Business Conditions/’ Review of Economic 
StatisticSf 1920, Yol II, p 47 Persons locates the “drain of 
funds from security markets into business” at the transition from 
the upswing to the boom The barometer of the three markets 
shows a time lag between the rise in the curve of the speculative 
market and the rise m the curve of the commodity market How 
ever, I do not believe that the tie up of the inflationary credit in 
stock exchange speculation is much of a leason for this lag 
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to stop tie expansion before tie credits bad given 
an excessive stimnlns to industrial activity If tie 
stock exchange really bad tbe power to absorb infla- 
tionarv credit for good and for all, it would probably 
be a very bealtby arfangement from tbe point of 
view of industrial production, because tbe misdirection 
of investment wbicb is caused by tbe ^^artificially’’ 
easy facilities for procuring capital would be avoided 
In reality, however, stock exchange transactions tie 
up only a relatively trivial amount of tbe inflationary 
credit and do so merely for a sboit time Tbe stock 
exchange credits begin to ^Vork” only too quickly 
on production If tbe authorities are aiming at a 
rational banking policy, they should not complain 
of tbe stock exchange withdrawing money from 
industry, but should take advantage of a temporary 
localization of tbe inflation to try as far as possible 
to neutralize tbe overflow of tbe latent part of the 
inflation into production by putting a brake on the 
credit expansion ^ 


5 Professor Howard S Ellis has criticized my views on the 
ground that the inflation absorbing effect of the speculation takes 
place not at the beginning but at the end of the expansion In 
ms book GBTinan Monetary Theory, 1905 1933, he says (p 386) 
“If the factors augmenting purchasing power tie up operated early 
enough the boom would not occur What actually happens is 
that the withdrawal (i e , the tie up of funds) serves as a check at 
precisely the wrong time, after the artificially induced industrial 
boom has passed its zenith and approached a limit ” 

I agree entirely with Professor Ellis that the inflation absorb 
mg effect does not begin to act early enough The mam point, 
however, is that the “absorption*’ anects only a trivial fraction 
of the newly created credits In practice, therefore, there can 
be no question of stock exchanp speculation depiiving industry 
of ah or even of a considerable part of the funds created by 
mflation The problem might be put in this way Assume that a 
credit expansion is taking ^ace at the rate of 100 units of monetary 
media per unit of time A large part of this new money passes 
through the stock exchange In response to the rise m share prices 
wide circles of the public begm after some tune to get mterested 
m stock speculation The resulting transactions “tie up” some 
money, let us say 5 or 10 muts, so that in each unit of time, instead 
of 100 units, only 95 or 90 umts of the newly created money flow to 
the industrial markets Thus, given a constant rate of credit 
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THE DEMAND FOE LOANS BY THE STOCK 
MARKET 

49 Tkere are a considerable number ol authors who 
regard tlie volume of loans to stockbrokers as a 
measure of tbe funds v^bicb liave flowed onto tbe stock 
excbange or even as a measure of tbe funds that have 
been absorbed by tbe stock excbange In actual fact 
it 18 neither of these things 

Tbe total volume of lending to brokers within any 
period may be substantially smaller than tbe amount 
of money capital which has flowed onto tbe stock 
excbange, or it may be greater There is no definite 
relation between these items, nor even any necessity 
for them to move in the same direction Why this is 
so will be explained in tbe course of this chapter 
Tbe analysis given in the previous chapters should 
have made it sufficiently clear that the volume of loans 
to brokers has nothing to do with any tie-up of 
purchasing power in stock exchange transactions 
The subsequent sections will complete that exposition 


expansion, there would be a somewhat smaller rate of flow to 
industry Those who are of the opinion that the rate of growth 
of industrial expansion should never decline, even if it could be 
kept up only by credit exmnsion, will, m this case, advocate still 
easier credit conditions Those who are of the opinion that the 
credit expansion should in any case be checked (and the sooner 
the better), will not be worried by the (small) possibility that 
part of the inflation will be absorbed by speculation m the way 
described 

Incidentally, Professor EUis sees the causes of possible ‘ absorp 
tion*’ less in stock exchange transactions than m induced hoarding 
activity We shall deal with this m Chapter VIII 
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borro\\ when 
they have to 
pay out more 
than they 
receive 


Payments 

between 
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First of all it is necessary to explain the essential 
facts relating to the mechanism of brokers^ loans ^ 
When does a broker borrow? He borrows, like anj 
other person, when he expects his receipts ^from 
ordinary sources to be dess than his outgoings His 
receipts, apart from new borrowing, consist mainly in 
tbe proceeds of sales to other brokers and in receipts 
from his customers (or for their account) His out- 
goings, apart from loan repayments, consist mainly 
in payments to other brokers for purchases from them 
and payments to customers 

The cash ledger of any individual broker will thus 
show on the receipts side, receipts from brokers and 
receipts from (or on account of) customers, and on the 
expenditure side, payments to brokers and payments 
to customers If, however, we were to take all the 
brokers as a group, then the payments between brokers 
would of course cancel out, and only the payments 
from and to customers would remain The reason 
why we select for inspection all brokers together 
instead of a single broker is that our object is to 
explain the total of brokers’ loans and not loans to 
individual brokers The individual broker will of 
course need to borrow when he has to pay a clearing 
difference to another broker, but the latter will repay 


1 The best description of the mechanism and the significance 
of brokers’ loans is to be found m a series of articles by Wilford 
J Eiteman See “The Economics of Brokers’ Loans,” Amencan 
EconomtG Review, 1932, Yol XX.II, pp 66 77, “The Economic 
Significance of Brokers’ Loans,” The Journal of PohUcal Economy, 

1932, Yol XL, pp 677 690, “The Relation of Call Money Rates 
to Stock Market Speculation,” Quarterly Journal of Economics, 

1933, Yol XLYII, pp 449 463 The analysis of the first sections 
of this chapter, which did not appear in the G-erman edition of 
the book, is largely based on Eiteman’ s invest^ations The analysis 
deals in the mam with the New York Stock Sscchange, which until 
the summer of 1938 had daily settlements The procedure on the 
London Stock Exchange would in part give other results The 
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a loan or grant a loan at the same time and no latei “ 
Consequently, the payments of dealing balances 
between brokers do, it is true, lead to shifts in the 
per'^dh of the borrower, but they do not give rise to 
changes in the total volume of borrowing Changes 
m the total volume of borrowing are caused exclusively 
by differences between payments hy customers and customer 

X determine the 

payments to customers ii the payments to customers brokers’ 
(mostly in respect of the proceeds of sales) are the tvorrowmgs 
larger, then the brokers need to take up new loans, 
if the payments hy customers (mostly in respect of 
purchases and also dividends received on their behalf) 
are the larger, then the brokers are able to pay back 
old loans 

Tbe process may be made clearer by the aid of 
examples depicting schematically the course of events ^ 

(Ledger balances are shown in Appendix A ) 

Monday Mr A pays his broker the sum of $20,000 illusttu 
and informs him that he will give him an order to 
buy in due course The broker credits A with the 


difference arises essentially from the two institutions tbe long 
settlement period in London which greatly increases the off setting 
possibilities , and the custom of immediately remitting sales proceeds 
(in the absence of orders to the contrary) by way of hank cheques 
instead of merely crediting them to the account of the seller In 
many respects the two diffeiences tend m the opposite direction and 
their effects may cancel out 

2 '‘Simultaneity” is present for all practical purposes when the 
two transactions ai‘e carried out on the same day In New York 
cash deficits for a few hours are met, if it seems necessary, by so 
called ‘day loans,” i e , loans that are ”to be repaid at or before 
the close of business this day ” 

3 Such examples have of course to isolate the effect of the par 
ticular events that we want to explain They have therefore to 
abstract from all other transactions which may be taking place 
simultaneously but which have no direct connexion with the matter 
in hand, and they have also to exclude intermediate steps 
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amount and in tiie meantime applies it to tke purpose 
of reducing his bank debts ^ 

The total of brokers’ loans declines on this day by 

$ 20,000 ^ 

Tuesday Mr A gives bis broker an order to buy 
The broker buys the shares ordered by his customer 
for $19,500 fiom another broker who is selling the 
shares on behalf of his customer Mr B 

Settlement does not take place until the next day ^ 
To-day there is no change in the positions 

Wednesday A’s broker borrows $19,500 from his 
bank‘d in order to pay to Mr B’s broker The latter 
credits his customer with $19,500, but as B has not 
demanded payment he (B’s broker) uses the $19,500 
to pay off part of his own debt to the bank 

On this day the total of brokers’ loans has not 
changed 

Thursday Mr B gives his broker an order to buy 
$12,000 worth of stocks and asks for payment of the 
rest of what is due to him The broker borrows $7500 


^ If there were simultaneous withdrawals of funds on the part 
of other customers, he would apply the funds received to these 
out-payments so that the funds would have the effect of making 
it unnecessary for him to increase his bank debts If he had no 
bank debts, he would use the funds received to lend to other 
brokers so that the bank debts of all brokers together would 
decline A schematic example can and should leave these possi- 
bilities out of account, because they do not alter the result, i e , 
the relevant end effect of the initial event Brokers often deny 
that they use the in payments of their customers for their *‘own 
purposes ” But this is naive It would be ridiculous if they 
were to accumulate enormous hank deposits instead of using their 
receipts to offset their outgoings 

5 In the twenties, the settlement on the New York Stock 
Exchange took place on the day following the transaction From 
1934 to 1938 settlement was on the second day following the 
transaction Since September 1, 1958, Tuesday and Friday of each 
week are settlement days 

^ In practice he will borrow a larger amount and a round sum 
This IS, however, simply a matter of adding together a large 
number of transactions and can be ignored here 
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in order to pay tliis amount to Mr B He buys 
tlie required sliares from another broker who^is selling 
for the account of a Mr C 

On this day brokers^ loans have risen b} $7500 

Friday B’s broker borrovrs $12,000 in order to pay 
C^s broker ^ The latter credits his customer with the 
$12,000 and reduces his own debts 

On this day the aggregate of brokers’ loans has 
not changed 

Review of the week The total amount of brokers’ —that an 
loans outstanding has fallen by $12,500 This is cuatomeib’ 
explained by A’s pacing in $20,000 and B’s withdraw- 
ing $7500 Mr A has acquired a brokerage deposit \^ithdia\\al8 
of $500 and Mr C a brokerage deposit of $12,000 Sne m 
these new biokeiage deposits of together $12,500 cone- brokeis’ 
spond to the decline in brokers’ loans The decline 
in brokers’ loans corresponds in turn^ if they are —and that a 
loans from the banks, to a decline in bank deposits ga^cffi^ds 
which involves an increase in the ‘^excess reserves” 
of the banks In so far as the flow on to the stock causen^all 
exchange has not flowed off the stock exchange, it 

o Ti n, n , atiddepofiifcs 

has caused a paying back ot bank credits and thus 
made it possible for new bank credits to be granted 
to the same amount The new flow of monej capital 
to the stock exchange is counterbalanced in the case 
described by a reduction in bank lending to the stock 
exchange 

50 The fact that a large number of speculators 
buy more stocks than they can pay for out of their 
own resources, i e , that they borrow “margin loans,” 


7 In reality the broker does not, of course, borrow such small 
amounts In practice it might perhaps happen that the $7500 of 
Thursday would be part of a loan of $100,000 and that the $12,000 
of Friday would be covered by simultaneous receipts from other 
customers It must not be forgotten that m this example we are 
isolating a single case 
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trould not m itself necessitate any growtli in brokers’ 
loans For if tlie people whose stocks are sold to the 
‘^margin speculators ’ do not withdraw the sales pro- 
ceeds from the stock exchange^ that is to say, if'^'they 
do not take them away Irom their brokers, the brokers 
have nothing to pay out and do not need to borrow 
anything The buyer of the stocks will have run up 
debts with his broker, but the brokers do not need to 
boiiow new money fiom anybody so long as the seller 
does not demand payment of the money due to him 
The buyer will have bought without paying in the 
amount due, and the seller will have sold without 
being paid the amount due If the buyer and the 
seller both keep their accounts with the same broker, 
then there will not even he any alteration in the 
borrowing positions of the individual brokers If 
the buyer and the seller keep their accounts with 
different brokers, then the broker of the buyer will 
have to take a loan and the broker of the seller 
will he able to pay back a loan or in the case that 
this latter broker has no debts he will himself lend 
to the broker of the buyer ^ 

Thus, the total amount of brokers’ loans is directly 
dependent neither on the stock exchange turnover, 
nor on the level of security prices, nor on the new 
margin debts incurred by speculative buyers It is 
dependent only on the difference between payments 
in by customers who have bought shares (plus divi- 
dends received for customers) and withdrawals by 


8 If this loan (of the seller’s to the buyer’s broker) is granted 
not directly, but through the agency of a bank (now prohibited 
in the United States), the statistics will show an increase in 
brokers’ loans This would be a case where a rise in brokers 
loans does not have the slijp^htest connexion with the inflow, the 
outflow, or the absorption of money capital If a broker who has 
surplus funds lends to his own customers, this does not appear 
in the statistics of brokers’ loans But if he makes the loan, 
through the agency of a bank and of another broker, to a customer 
of this other broker, brokers’ loans will rise 
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customers wlio laave sold sLares (or are collecting divi- 
dends) Wtat these sellers, whether they he owners 
of old shales or issue:i^s of new shares, do with their 
money is of course not apparent from the statistics 
of brokers’ loans All that m^y probably be concluded 
from the statistics® when they show a rise in brokers’ 
loans is that larger sums have been withdrawn from 
the stock exchange, that is from the brokers, than 
have been paid in to the brokers 

Let us again illustrate the relationships by taking Second 
another week’s transactions (Ledger balances are 
shown in Appendix A ) 

Monday Mr A, who has deposited securities to 
the value of $20,000 with his broker, is optimistic 
and desires to buy more securities to the value of 
$10,000, 1 e , he takes up a ‘^margin loan ” The 
broker buys the shares from another broker who is 
selling them for the account of Mr B 

Settlement does not take place until the following 
day 

Tuei>day A’s broker borrows $10,000 and pays this 
sum to B’s broker The latter credits B with the 
amount and reduces his own debts 

Thus brokers’ loans in the aggregate have not 
risen The margin debts of customers to their brokers 
have risen (since Mr A now has a debit of $10,000 
against his account) and the brokerage deposits of 
customers have risen (since Mr B now has a credit 
of $10,000 to his account) The margin debts of the 
brokers, i e , the sum of brokers’ loans, have however 
remained unchanged 


^ Only probably, but not with certainty, as may, for example, 
be seen from the preceding footnote, and will be seen further bmow 
in this chapter 
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STOCKM lEKET, CREDIT AXD CAPITAL TORM^TION 

Wednesday Mr B oiders his broker to pay him 
$5000 (o^ the $10,000 due to him) and to buy certain 
shares for $8000 He thus incurs a margin debt to 
the extent of $3000 The broker borrows $5000 to 
pay out to B He bii»5s the $8000 worth of shares 
from a broker who is selling them on behalf of C 

On this day brokers’ loans have increased by $5000 
Settlement of the stock purchase takes place to-morrow 

Thursday B’s broker borrows $8000 and pays this 
amount to C’s broker The latter credits C with the 
$8000 and uses them to reduce his own debts 

On this day the total of brokers’ loans has not 
changed It will not change until C, or somebody 
from whom he buys other shares, withdraws money 
from the broker 

Review of the week The sum total of Brokers’ 
loanff has risen by $5000 This is the amount with- 
drawn by B The margin debts of customers have 
risen by $13,000 (A borrowed $10,000 and B $3000) 
and the brokerage deposits of customers have risen 
by $8000 (which were credited to the account of C) 
The difference between the growth in customers’ debts 
to brokers and the growth in customers’ deposits with 
brokers (wiuch are identical with brokers’ debts to 
their customers) is balanced by the growth in brokers’ 
debts to the banks The increase in lending by the 
banks amounts to $5000, the new brokers’ loan led 
to the creation of a bank deposit which was placed 
to the account of Mr B on Wednesday What he does 
with it we do not know He may use it to increase 
the stocks of materials or the equipment of his firm, 
he may buy his wife a fur coat with it, he may lead 
the money and earn interest on it (see § 52), or he 
may, in certain circumstances, leave it idle (see 
Chapter YIII) 

The expansion of bank lending was here the source 
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of the flow of money capital to the stock exchange, 
hut it had no sooner flowed onto the stock exchange 
than it flowed out again^ since the brokers^ loan was 
only borrowed for the specific purpose of making pay- 
ments to customers 

These interconnexions have been described with 
remarkable clarity by Eiteman He comments on the 
enormous figuies of brokers’ loans in ITew York in 
1929 in the following terms “Since increases in the 
total of brokers’ loans represent an excess of customers’ 
withdrawals over deposits, it follows that the huge 
brokers’ loan total of 1929 indicated the amount of 
funds withdrawn from speculation rather than the 
amount diverted into speculative channels for pur- 
poses of aiding stock gamblers to trade on margin 
Whether these loans also deprived legitimate business 
of needed funds depends upon the uses to which the 
funds were put by those who made the withdrawals 
If the sellers who withdrew these funds had themselves 
used them to purchase other securities a couple of 
days later (as many other authors thought was likely), 
brokers’ loans would have declined again, or in the 
case that the next sellers had immediately withdrawn 
the proceeds, would at least not have increased any 
further “But some group must have sold stocks with- 
out repurchasing, for the total of brokers’ loans did 
increase During 1928 and the first nine months of 
1929, corporations whose stocks were listed on the Hew 
York Stock Exchange are known to have printed and 
sold shares of new issues for which they received 
$3,042,120,000 in cash In short, a substantial part 
of brokers’ loans were taken up in order to pay out 
new capital to corporations 

10 Eiteman, op ext , Amerxean Economxc Rtviev), 1952, Vol 
SXII, p 77 1 shall have to qualify this statement of Eiteinan*s 

in § 56 

1 Eiteman, op ext , Quarterly Journal of Economics^ p 460 
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Some writers 
believed the 
increase in 
brokers’ loans 
was caused 
by stock price 
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over 
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51 Many autliors were not prepared to accept tliis 
inteipretption of the heavy increase in brokers’ loans ^ 
The statistical correlation between brokers’ loans and 
stock prices was too striking “The great incresSe in 
brokers’ loans was a function of stock price increases ’ 
And an saying this Professor Beckhart was undoubtedly 
expressing the opinion of many of his colleagues It 
IS interesting to note that in this statement (true to 
the tradition of the Banking School) it is not the 
stock prices which are treated as a function of the 
volume of credit, but the volume of credit which is 
treated as a function of stock prices If what is meant 
by this IS that in consequence of the higher prices 
the value of the turnover rises and the brokers require 
larger cash holdings to deal with this turnover, it may 
he said at once that it is simply not true (see § 40 
above) Tet Professor Ellis also believes that “Local 
brokerage houses can no more expect to carry through 
a larger volume of business with the uame credit 
balances than can a local grocer It seems to me 
that this misses the essential distinction The local 
grocer cannot help having his till fuller at the end 
of a busy day than on a day when business has been 
slack But the broker who has heavier receipts from 
customers, and in addition expects an active balance 
in the stock exchange clearing, will use his receipts 
even before the end of the day’s business (he may use 
part of them even before the stock exchange clearing) 
either to repay his debts or to lend out at call There 
IS no reason why he should keep larger bank deposits 
in consequence of the higher turnover* or merely as 

E g , Benmmin H Beckhart, “Fluctuations in Brokers" Loans 
and Interest feates/" Proceedings of the Academy of Political 
Science, Vol 15, 1930, p 13 ‘ The rise m brokers" loans did 

not reflect a new method of financing industry, but an old method 
of security speculation "" 

^ Ibid 

^ Howard J Ellis, op ctt , p 384 
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a result of higlier stock prices But even where rules 
or conventions or convenience induce the brokers to 
keep laigei bank balances when tlieir turnover or 
tliei? debts increase, the eftect is of a iidiculously 
small order of magnitude lu proportion to the turn-, 
over and to the volume of brokers’ loans in times 
of boom, or indeed in proportion to the total increase 
in circulation, the bank deposits of brokers are almost 
microscopically small 

Thus, in Older to give the argument a generous 
interpretation and to make sense of the statement that 
brokers’ loans are a function of stock prices, the level 
of stock prices must somehow be linked up with with- 
drawals of customers’ funds The link is not difdcult 
to discover High stock prices lead (1) to withdrawals 
of their gains by those who want to consume then 
additional ' 'income, ” (2) to withdrawals of the whole 
of the sales proceeds by those who want to '"get’out” 
of the stock market, and (3) to the flotation of new 
shares and the withdrawal of the sales proceeds by 
the issuing corporations ^ All these withdrawals are, 
so far as is necessary, financed hy new brokers’ loans 
The rise in stock prices may thus be said to explain 
the volume of brokers’ loans just in so far as it explains 
withdiawals of sales proceeds, to treat it as being in 
some way antithetical to these withdrawals is a grave 
misunderstanding 

Earlier we drew a contrast between the thesis that 
the volume of credit is a function of stock prices, and 
the thesis that stock prices are a function of the volume 
of credit This antithesis is found very frequently, 
hut unfortunately no care is taken to make clear the 
not unimportant fact that "the volume of credit” 

5 The point has been put similar^ by E G Hawtrey, Tht 
Art of Cmtral Banhing^ London 1932, p 70 ‘‘The favourable 
market for shares attracts new issues, and the rise of prices of 
shares yields speculati've profits ” 
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Supply of 
easj credit 
may lead to 
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brokers’ 
loans 


Soaring stock 
markets 
induce stock 
issues — 


—for re 
funding, — 


—for new 
investment,— 


--and some 
times for un 
defined 
purposes 


means in one case the ^ Remand for credit’’ and in the 
other ca&s the ‘^supply of credit ” An ample supply 
of loanable funds Tali lead to a lower interest rate, 
and, under certain cirennistances, to increased bu^ness 
activity and higher st^ck prices The higher stock 
prices lead to withdrawals of funds from the stock 
market by the sellers of stocks, and thence to a demand 
for credit by the broker In what follows we shall 
try to show that the money which flows out of the stock 
exchange may sometimes reappear as part of the credit 
supply and make further rises in stock prices possible 

4 

52 The high stock prices offer corporations a rare 
opportunity to cover their past, current, and future 
capital needs on the most favourable terms Capital 
may have been raised in the past through unfunded 
debts or through the issue of fixed interest-bearing 
bond? The high stock prices provide the corporation 
with the incentive to alter its financial capital struc- 
ture by paying back the debts or the bonds, and so 
reducing the interest charge and raising its profits 
The high stock prices also encourage corporations to 
raise capital for all kinds of new investment, includ- 
ing investment which is undertaken only because the 
conditions for obtaining capital are so favourable 
Pmally, they encourage the raising of capital for 
which there are as yet no specific investment plans 
corporations do not want to let so favourable an oppor- 
tunity for obtaining capital pass even if they have not 
drawn up their investment plans (In the United 
States, the regulations of the Securities Exchange 
Commission have made it impossible to raise capital 
for as yet undetermined purposes Stock issues of 
this kind were not infrequent during the boom of 
1928-29 ) 

In all three cases (refunding, new investment, and 
indefinite plans) the proceeds of the stock issues are 
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in the first instance withdrawn from the stock 
exchange, so that if the purchasers have ^procured 
funds by taking up margin loans there will be an 
incr^se in brokers’ loans In the first and third cases, 
where the newly raise money capital is not 


1 e 


immediately used for the purposes of real investment, 
the money withdrawn from the stock exchange may 
return there in one of two ways The corporations (or 
the creditors who are repaid or the previous owners of 
bonds that are now redeemed) may themselves use their 
increased cash balances to 'purchase stocTts , this would 
result in payments to brokers and a consequent decline 
in the volume of brokers’ loans outstanding Or the 
corporations (and other recipients of the funds) may 
use their increased cash balances to grant loans fo 
hrohers This is very attractive if the rate of interp*>t 
on call money is high The result is that the same 
funds (as originated in an initial broker’s loan)* may 
serve to finance withdrawals by other people and 
capital issues by other corporations — and the statistics 
will register a further rise in brokers’ loans 

Some part of the funds withdrawn by a corporation 
thus returns to the stock exchange Strictly speaking, 
of course, they do not go back ^^to the stock exchange” 
for they are only used there in order to be paid out to 
other persons and corporations Thus, the cash 
balances of one corporation may be transformed into 
cash balances of another corporation, but not without 
causing the statistical returns to show a rise in the 
aggregate of brokers’ loans 

The analysis becomes increasingly complicated as 
we proceed, and it may be helpful to give a new illus- 
tiation of the transactions of another ^ Veek ” (Ledger 
balances are shown in Appendix A ) 

Monday Mr A, who has a large deposit of fully 
paid-up stocks, orders his broker to buy $35,000 worth 
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of stocks The broker obtains them from another 
broker wjio carries out the sale on behalf of Mr B At 
the same time as he ordered his broker to sell these 
stocks Mr B also directed him to purchase other s-^ocks 
to the Yalne of $53,000 of which $32,000 worth are a 
new issue of corporation M The broker buys the 
remaining $21,000 worth from another broker who is 
selling for the account of Mr C 

Settlement takes place on the following day 

Tuesday Mr A receives certain funds that he had 
been expecting and pays in $10,000 to his broker He 
thus remains in debt to the extent of $25,000 A’s 
broker borrows $25,000 from his bank and pays 
$35,000 to B^s broker B^s broker pays $32,000 to 
corporation M for yesterday^s sale® and $21,000 to 
C^s broker B’s broker must therefore borrow $18,000 
from^his bank for his customer’s purchase C’s broker, 
who, so far, has received no further orders from his 
customer, credits him with the $21,000 sales proceeds 
and reduces his own bank debt by the same amount 

On this day the margin debts of customers have 
risen by $43,000 and brokers’ loans by $22,000 
($25,000 plus $18,000 minus $21,000) 

Wednesday Mr C orders his broker to buy him 
$20,000 worth of a new issue of corporation H The 
broker makes the purchase Settlement takes place 
to-morrow 

Thursday Corporation H withdraws the $20,000 
deriving from yesterday’s sale of stock The broker C 


6 Here we are making another rather unrealistic simplification 
It appears as though corporation M had conducted the sale of its 
new issue directly through this broker, and as though the sale 
to Mr B represented the whole of the issue A completely realistic 
exposition would not, however, alter the results 

no 
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takes up a loan ofiered by corporation to tbe 
amount of $32,000 and (after paying $20,00P of it to 
coiporation If) pays $12,000 back to bis bank Mr 
B aiks bis broker to pay bim out tbe sum of $6000 
bis broker finds Mr B bas -^jufficient margin ao be 


—tint thesp 
funds may hp 
Ufccu rur oihei 
brokers 
loans* ■which 
may '^ervL to 
In^uidate 
bank loans 


borrows tbe $6000 from bis bank and remits tbem to rrokers,— 


to B 


On tbis day tbe margin debts of customers bave -thitthe\ 

risen by $6000 Loans granted by tbe banks for their SCl\L. to 

own account bave diminished by $6000 ($12,000 minus 

$6000) brokers’ loans on account of others have risen i t£,ofothei 

by $32,000 The aggregate of brokers’ loans bas thus ^ndtUin** 

increased by $26,000 withdrawaia 

by other 

_ .7 7 rrn r 1 1 » 1 corporatioH^ 

Review of the week Tbe aggregate 01 brokeis loan^ 
bas risen by $48,000 of which $16,000 are on account 
of tbe banks and $32,000 on account of others The 
margin debts of customers to brokers have risen b^ 

$49,000 (Mr A $25,000, Mr B first $18,000 and then 
another $6000) Brokerage deposits of customers bave 
risen by $1000 (Mr C sold $21,000 worth of stocks 
and bought $20,000 worth) 

Tbe rise of $48,000 in the total of brokers’ loans is 
explained by the fact that $58,000 bave been with- 
drawn from brokers and only $10,000 bave been paid 
in to brokers This payment came from Mi A, and tbe 


I It IS immaterial whether we assume that the brokers’ loans fo’ 
account of the corporations are granted directly or by the bank*; 
acting as intermediaries The latter would be the so called * loans 
on account of others ” Under recent regulations these are no 
longer permissible in the U S {The Banking Act of 1933 pro 
hibits member banks from acting a^ the agents of corporation*! and 
indmduals in the making of loans on securities) It was the usual 
thing in the boom of 1928 29 Ho'wever this may be, if the 
corporations lend out their liquid funds to brokers directly, the 
result IS no different from the case where the lending takes place 
through the banks “on account of others,” so long as these ciV 
loans are included m the statistics It may be that corporations 
will be less anxious to make these call loans if the banks do not 
act as intermediaries In the above example •we assume that the 
corporation lends money at call without a bank acting as inter 
mediary 
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exchange ’ — 
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ge\eral times 


withdrawals were those of the two corporations total- 
ling $5^,000 (M §32,000 and IST $20,000) and the 
§6000 taken away by Mr B ® 

What does this figure of $48,000 signify? War the 
amount of funds which ^owed onto the stock exchange 
$48,000^ Or was it $58,000 so as to count the remit- 
tances by customers as well as the loans ^ Neither 
the one nor the other can be seriously argued It 
would be quite unreasonable to calculate that on the 
Tuesday in our example $32,000 ($10,000 paid in by 
customers and $22,000 derived from bank loans) flowed 
onto the stock exchange and that on the Thursday a 
further $26,000 (in the form of loans) followed These 
^ '^additional’ ^ funds were m fact still the same funds, 
parts of which were transferred from the account of 
corporation M to the account of corporation N and to 
the account of Mr B If corporation N also offered 
credfts which were used to finance company 0, and 
this process continued, one and the same dollar would 
wander on and on from one account to another and 


cause the total of brokers’ loans to rise with each suc- 
cessive transfer 


The deposit 
by a sa\ er — 


— and loans 
extended by 
banks for own 
account 
represent the 
real afSux, — 


53 What IS the amount which can neally he con- 
sidered to have ^ ^flowed on” to the stock exchange in 
our example, and what has become of it? Let us 
assume that the $10,000 paid in by Mr A had been 
saved by him out of his current income These 
$10,000 must undoubtedly he treated as having flowed 
on to the stock exchange In addition the banks have 
grajited credits to the extent of $16,000 net This 
sum which may he assumed to be the result of credit 
expansion by the banks has also flowed on to the stock 


8 In our example there was only very little realization of profits 
(the piofit taking of Mr B) and there was no bquidation of bull 
positions This is why the total of capital raised by the corpora 
tions IS so high in relation to the total of brokers* loans 
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excliaiige making in all $26,000 And 'where were 
these $26,000 at the end of onr week^ $20 000 has 
passed into the account of corporation ?s to await 
furtSier allocation by the treasurer of this corporation, 
and $6000 weie in Mr B s account on Thui^day, but 
b} Fridaj they had probably already been tiansferred 
to the account of somebody else, since B will not 
have withdrawn his money just for fun ^ 

The $26,000 thus registered stock exchange credits 
of no less than $48,000 If, on the following daj, 
corporation N lends its $20,000 to brokers, who use 
it to finance the purchase for Mr D of $20,000 worth 
of the stock newly issued bj corporation 0, then the 
figure for stock exchange credits will already have 
risen to $68,000, with every prospect of gaily rising 
further The volume of funds which ‘‘have flowed 
onto the stock exchange’’ will still, however, lie no 
more than the $26,000 subscribed out of the savings 
of Mr A and the credit expansion of the hanks 
But does not this clearly prove, it will be asked, 
that funds were absorbed m stock exchange trans- 
actions^ Have not $20,000 been shifted from one 
account to another in a senes of unproductive 
transfers? If it is granted that funds, which incident- 
ally owe their existence chiefly to new credit expansion 
by the banks^, are taken up for a certain period of 


9 It must not be forgotten that Mr B has to pay interest so 
it IS unlikely that be will intend to leave his $6000 on account 
with his bank without receiving any interest on them Perhaps 
he needed the money to pay a contractor who is buildmg a snmmer 
villa for his wife 

1 See Benjamin M Anderson, “Brokers* Loans and Bank 
Credit/* Chase Bconoimc BvUetin^ Vol VIII, No 4, October 
1928, p 12 “The primary source then of the great volume of free 
funds in possession of individuals, firms, corporations, foreign 
banks, investment trusts, &c , available for loans on the Stock 
Exchange, is the prior expansion in earning assets and deposits by 
the banks ** 
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— which may 
raise the 
statistics of 
brokers’ loans 
to a multiple 
of these 
funds 
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by making 
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time^ by tbis ^^merry-go-rouiid^^ on tbe stock exchange, 
can we <aay that the level of brokers’ loans is any 
sort of indication of the amount of funds that is 
thus tied up^ If one dollar passes from brokeis’ loans 
to new share capital, bs?ck to brokers’ loans and again 
to new share capital, and the same process repeats 
itself many times, the aggregate of hrokers^ loans inay 
rise very high, but the one dollar remains one dollar 

54 In our example the $10,000 of Mr A and the 
$16,000 from the banks ($26,000 in all) performed the 
incredible task of financing a withdrawal of $6000 by 
Mr B and new issues of $52,000 by corporations But 
the task does not appear to be so incredible once it 
IS realized that part of the financing of corporations 
IS of a rather peculiar character, viz , that the share 
capital subscribed is lent to the share purchasers It 
would of course be a mere coincidence if the new 
capital of any particular corporation were lent, 
through the agency of the hanks and the brokers, to 
the corporation’s own shareholders , but there is 
nothing extraordinary about corporations in general 
lending part of their new share capital, via 
brokers’ loans, to the buyers of shares in general 
What this amounts to is that the buyers of shares 
remain in debt to the corporations for a part of the 
price of the shares 

This fact is of no small significance The circum- 
stance that the buyers of the shares, even if only 
indirectly, have become debtors of the corporations, 
means in the first place that the money capital actually 


2 J H Rogers is of tbe opinion that * ‘beyond the time required 
for the transfer of the funds (about one day) the further lendmg 
capacity of the banking system as a whole suffers virtually no 
reduction from an mcrease m such brokers* loans/’ — “Tfie iKffect 
of Stock Speculation on tbe New York hloney Market,” Quarterly 
Journal of Economics, Vol XL, p 449 But if there is a series 
of transfer parents, the process can always go on lastmg “on© 
day longer ” 
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received by tbe corporations was less tlian the inll 
amount of shares sold These purchases of shares 
lequired neither the money of the shareholders nor 
bant credit ^ Since those who bought the shares and 
borrowed the sales proceeds^’’ (indirectly) from the 
issuing corporations did not need either the savings 
of the pubhc or bant credit for the purpose, it is 
obvious that in this case neither the savings of the 
public nor bank credit can have flowed onto the stock 
exchange or have been absorbed by it 
The fact that the corporations, through their loans 
to brokers, have become creditors of the purchasers 
of shares is significant for another reason also The 
credits are repayable at short notice It would be 
rather surprising then if these credits were to be 
called in*^ so gradually that the owners of the shares 
could pay them off out of current savings In the 
absence of this possibility the repayment of the funds 
to the corporations can come from the following 
sources (1) the gap may be filled by an increase in 
bank credit, (2) owners of liquid funds may buy the 
shares at low prices, (3) corporations may buy the 
shares, or other securities,® at low prices 


For this 
borrow!* ed 
p irt of new 
stock pur 
chafes neither 
sa\ingg nor 
bank cruhts 
are reo Hired 


E\enfc«al 
paj meiit to 
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may take 
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— out of 
current 
aa\ mgs, — 


3 Bank credit was not required for these particular share pur 
chases* On the other hand it played its r61e beforehand in order 
to create the sentiment necessa^ to induce buyers to make large 
purchases on borrowed funds I find that Professor Eiteman has 
discussed the brokers* loans by corporations m Chapter X of the 
study b> the Twentieth Centnr> Fund on The Security Mail eta, 
p 323 He has arrived at the same conclusion as I have, viz , that 
until the corporations “demand for payment matenalizes, no 
money is involved ’* 

4 Incidentally, such credits are for the most part called in 
through the intermediary the broker demands payment from 
the buyer whose account becomes undermargined 

5 American corporations under the * Delaware Charter may 
buy back their own shares The purchase of the shares of other 
corporations, when a break in prices occurred, was less usual than 
purchases of their own shares The buying up of bonds also comes 
under the same process, of course The owners of shares who were 
forced to liquidate had to sell out also bonds that they possessed 
These were bought by their creditors, the liquid corporations 
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— through 
new bank 
Cl edit, — 


— with idle 
funds, — 


— or by bell 
ing securities 
to the 
corpora 
tiona , — 


— and, of 
course, no 
funds are 
* ‘released’* by 
the dethne m 
stock prices 

Itarge sums of 
brokers’ loans 
are made out 
of one 
dollar, — 


STOCIiMAEKET CEEDIT AND CAPITAL FOPMATION 

In case (1) loans to tlie brokers by tbe banks on 
tbeir ovpji account are substituted for loans on tke 
account of otters Tbe new bank loans create bank 
deposits beld b} tbe corpoiations In case (2) tbe 
aggregate of brokers’ Idans undergoes a sharp decline 
Bank deposits previously beld by somebody as liquid 
reserves now become deposits of tbe corporations If 
tbe corporations bave a use foi these cash balances, 
an act of dishoarding can be said to take place In 
case (3) tbe total of brokers’ loans falls sharply ]ust 
as in case (2) Tbe corporations obtain shares 
especially cheaply from those who owed ‘Hbem” (only 
indirectly ^^tbem”) tbe purchase price Here bank 
deposits are neither transferred nor created nor 
destroyed Tbe corporations simply take securities in 
payment of loans outstanding ® 

Those who believed rather naively that an enormous 
amount of stock exchange credit was absorbed by a 
rising stock market also thought, when they were 
consistent m their reasoning, that the credits absorbed 
were set free, either wholly or in part, when stock 
prices fell ^ A glance at the list given above of the 
possible ways in which brokers’ loans may be 
liquidated shows that the story of the release of the 
credits is no truer than the story of their absorption 

55 As has already been shown one dollar is capable 
of creating many dollars’ worth of brokers’ loans One 

6 Tiio following statement by W J Bateman deserves mention 
m this connexion “The total of brokers* loans, hence, represents 
not the amount of credit used by speculators at the expense of 
legitimate business, as is so often contended, but rather the 
amount being put to illegitimate uses by business at the eiq)ense 
of speculators’" (op c^^ , Journal of Political Economy^ 1932, p 
690) 

7 See Hans Bichter-AltschaeSer, “Some Theoretical Aspects of 
Stock Market Speculation,” Journal of Political Economy, 1931, 
Vol XXXIX, p 233 “A declining stock market at best implies 
a replenishment of tbe ‘capital reserve’ [i e , capital supply] to the 
extent of a previous reduction, and ordinarily only to a smaller 
extent ” 
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dollar may become sales proceeds and brokers’ loans 
and again sales proceeds and so on, and in tins ^ay 
produce a continual increase in the figure for brokers^ 
loaub 

But many dollars’ worth of'^brokers’ loans may also 
be created by no dollar at all This may best be 
explained by going straight to an example (Ledger 
balances are shown in Appendix A ) 

Monday Mr A who possesses a large deposit of 
securities and therefore has su&cient margin wishes 
to buy $30,000 worth of shares on ciedit His broker 
obtains them from another broker who is selling for 
the account of Mr B 

Settlement takes place on the following day 

Tuesday A’s broker borrows $30,000 from his bank 
and pays this sum to B’s broker B’s broker has 
received no further orders from his customer and so 
credits him with the $30,000 and reduces his own 
bank debts by the same amount 

Mr C asks his broker to buy him $20,000 worth of 
shares on credit His broker obtains them from the 
broker of a Mr D This transaction will not be settled 
until to-morrow 

Up to now the total amount of brokers’ loans has 
not changed although the margin debts of customers 
to brokers have risen 

Wednesday Mr B withdraws his $30,000 from his 
broker The broker borrows the money from his hank 
Mr B offers to lend the $30,000 at call The amount is 
borrowed by Mr C’s broker Mr C’s broker uses 
$10,000 to reduce his bank debt and $20,000 to pay 
Mr D’s broker Mr D’s broker credits his customer 
with the $20,000 and uses the funds to reduce his own 
bank debt 
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— that total 
brokeia^ loaijs 
nae when 
sellers ^ith 
dra^ and 
lend to 
brokers — 


— and that 
brokers’ loans 
may increase 
while 
customers’ 
margin debts 
decrease 


STOCKM IRKET, CK.EDI1 C4PITAIi FORMATION 

On tills day tlie total of loans granted to brokers by 
the banks on their own account has not risen, hut 
brokers’ loans on account of others have risen by 
$30,000 ^ 

Thursday Mr D buys $5000 worth of shares His 
broker obtains them from Mr A’s broker who is selling 
for the account of Mr A 

Settlement takes place to-morrow 

Friday Mr D withdraws $10,000 from his broker 
The broker boriows these $10,000 and the $5000 
which he owes to A’s broker from his bank Mr D 
offers to lend the $10,000 at call They are borrowed 
by Mr A’s broker, who adds them to the $5000 which 
he received for the shares sold on behalf of Mr A, and 
pays back $15,000 to his bank 

On this day loans granted to brokers by the banks 
agaixL remain unchanged Brokers’ loans on account 
of others have increased by $10,000 The margin debts 
of customers to their brokers have been reduced by 
$5000 (through Mr A’s sale) 

Review of the weeL The total of brokers’ loans has 
risen by $40,000 The whole of the increase was on 
account of ‘‘others” and the loans granted by the 
banks remained unchanged The margin debts of 
customers to their brokers have risen by $45,000 (Mr 
A $30,000 minus $5000, Mr C $20,000) and the 
brokerage deposits of customers have risen by $5000 
(of Mr D) « 

In our example the rise m brokers’ loans on account 
of “others” did not lead to any fall in loans to brokers 
from the banks, because those who lent the call money 
used the proceeds of their sales and not funds which 

s In ordei to show that purchases with borrowed money, i e , 
margin debts of cnstomers, and brokers’ loans do not run parallel, 
we took a case where the former rose from Monday to Wednesday 
and then fell while the brokers’ loans rose throughout 
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they had held previously If the call loans had been 
financed, sav, by Messrs X and T out of their bank 
balances instead ot by Messrs B and D out of their 
sale's proceeds, these funds would have led to a net 
repayment of brokers’ loans of the banks ^ Here, how- 
ever, it was the sales proceeds which were employed to 
make the loans , the brokers took the loans in order to 
pay out the sales proceeds, the customers asked for 
payment of their sales proceeds in order to make the 
loans 


56 If the sellers leave their sales proceeds with 
their brokers, the volume of brokers’ loans does not 
rise despite the rise m margin debts of the buyers 
The brokers can lend to those who want to buy on 
margin without themselves borrowing for the purpose, 
provided the sellers leave their sales proceeds on 
deposit with the brokers In this case the seller^^^ wait 
for payment by holding brokerage deposits 

But now the owners of the brokerage deposits may 
decide to withdraw their funds and transfer them back 
to the brokers in the express form of loans The only 
difference between this and the previous situation is 
that the brokers now have to pay interest and that the 
statistics of brokers’ loans show an increase This 
does not, however, alter the fact that the buyers of 
securities still owe the price to the sellers 

It is evident that this process does not involve either 
any inflow of funds or any tie-up of funds, but never- 
theless the volume of brokers’ loans rises Mr M buys 
shares from Mr M* but does not pay for them Mr N 
lends the sales proceeds due to him to the broker and 
through the latter to the purchaser M This simple 
fact that M buys from H because he expects share 
prices to rise and H lends the sales proceeds because 

9 ‘ Loans for ‘account of others’ hqnidate bank credit ’ B M 
Anderson, op , p 4 Mr Anderson’s statement holds when the 
^“others” make their loans out of existing hank deposits 
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The credit 
given by the 
seller to the 
buyer could 
not be given 
to anybody 
else,— 


lie gets interest on tliem, is registered in tlie statistics 
as a risenn ^^brokers’ loans on account of others’* or 
^‘^from others than banks ” And this statistical 
phenomenon has misled a large number of ant nor s 
into concluding that tlfa stock exchange absorbed an 
alarming proportion of the country’s credit supply ^ 
This lending by the seller of the shares to the buyer 
— ^however dangerous it may be from the point of Yiew 
of market stabilitj — has deprived nobody of either 
money or credit The purchaser did not take money 
away from anybody else by making the purchase, 
because he did not have or use any money The seller 
did not take credit away from anybody by lending it 
to the stock exchange, because he could not have lent 
to anybody other than the buyer of his shares since 
he was only able to sell the shares at a favourable price 
by disposing of them to the buyer who had no funds ^ 

f 


1 See the Annual Report of tlit Federal Reserve Board for the 

Year 1929, p 1 ‘ Col&teral indications derived principally from 

the intense activity of the security markets and the unprecedented 
rise of security prices gave unmistakable evidence of an absorption 
of the country's credit in speculative operations to an alarming 
extent ’’ 

2 In this sense it is perfectly correct that “Increases m security 
prices in the boom years of 1928 and 1929 were supported most 
largely by loans to brokers for account of ^others’ — corporations 
and individuals ” — Eandolph Burgess, The Reserve Banks and 
the Money Market, revised edition 1936, p 262 It is a strange 
thing that the notion that brokers’ loans may simply result from, 
the sellers’ waiting for their money has, so far as I know, never 
been clearly formulated Thus F Lavington, who was extremely 
well informed of the facts of credit markets, thinks exclusively of 
existing funds when he analyses the sources of stock exchange 
credit See The English Ca'pitcd Market, p 231 “This money is 
obtained partly by direct borrowmg from the hanks and other 
parties with disposable funds, partly from Stock Exchange firms 
who lend their own money and also money which they obtain 
from hanking and other sources ” Likewise Hawtrey, in inquiring 
into the source of the funds, never hit upon the idea that they 
might be derived simply from the lending of sales proceeds Befer 
rmg the “loans from others than banks,” he asks, on p 59, 
o'j^ at “Who were these other lenders’ ’ When he commences 
his answer (p 60) by saying that “for the most part the loans from 
others than banks did not form an addition to the resources of the 
investment market,” it looks as though he is going to hit upon the 
solution which has been put forward lu the text above Instead of 
this, Hawtrey concludes that these loans “represented money 
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M had BO money TVitli whicli to hnance productiTe —because 
mvestment and neither had N* Is had shares which he ti^o has liquid 
sold to il on credit This transaction appeared in the 
statistics as an increase in stock exchange loans 

57 When these loans are called in it usnally 
happens that the owner of shares who is in debt is at 
best able to scrape together a small part of what he 
owes by compelling himself to save out of his current 
income from other sources (salaries, business profits) 

But this IS, of course, far too little, and he is forced 

to liquidate his holdings of shares And the person 

who IS most able and willing to buy is the person who 

lent the call money ^ He is in a liquid position, not 

in the sense that he has bank notes or bank deposits, money bu^a 

but because indirectly he holds the claims against the 

\f o crOiSli tjh3 

owners of the shares, claims which have to be paid by stocks from 
the sale of those shares ^ debtor 

The shares which our Mr M now has to sell at a low 
price are bought by Mr 'N The seller does not obtain 


which was being held back from mvestment” by the lenders and 
that ”it IS safe to say that, if the money had not been lent, it 
would itself have been invested ” A still more exphcit formulation 
IS given on page 70 where he says * the increase m brokers* loans 
was supplied mainly by the temporary lending of money, which 
had been saved out of income and would otherwise have been 
invested ” It is hardly necessary to emphasize that Hawtrey does 
not mean by this that the money by being used as stock exchange 
credit IS withdrawn from real investment On the contrary, he 
declares categorically on page 73 “But m any case the idea that 
money lent to the Stock Exchange is withheld from trade and 
industry is fallacious The money so lent is used directly or 
indirectly to carry new issues, and the new issues are a channel 
for financing the production of capital goods 

J M Keynes has hinted several times at the case of the lending 
of sales proceeds (e g , Treatise on Money, Yol I, p 267 and Yof 
II, p 196) When he came to the interpretation of the level of 
brokers* loans, however, he did not think of the possibility that 
loaned sales proceeds might be included We shall comment on Mr 
Keynes* interpretation m the next chapter 

3 See Benjamin M Anderson, oy ett , p 14 “Investors lending 
temporarily to the Stock Exchange look forward to the time when 
security prices will be more attractive [i e , lower], and when they 
will take securities themselves, instead of holding loans against 
securities *’ 
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—the boTei 
hAs nothing 
to pa\ and 
the feeller 
nothin,, to 
recene — 


— yet figures 
of bi oUers’ 
loans fall 

Fifth 
illiistra 
tiou, — 


—which 
showb that 
-customers’ 
margin debts 
are settled 
mainlv 
through 
foi ced 
&ales , — 


— that 

brokers’ loans 
“by others” 
fall through 
stock pui 
chases oy 
call money 
lenders , — 


— and that 
brokers* loans 
fay banks 
fail, when 
outside funds 
are paid in 


arij money for them because he was in debt for them 
and ]us^ as the seller has no money to receive, the 
buyer has no money to pay The volume of loans out- 
standing may fall, 3 ust as they rose previously, without 
there being any ^^inflcrw,^^ ^^onfflow,’^ ^^creation,^^ oi 
^destruction’’ of bank credit The claims against the 
unlucky speculators disappear when their creditors 
buy up their shares from them 

To complete the exposition, the chain of operations 
may again be illustrated by an example (Ledger 
balances are shown in Appendix A ) 

Monday Mr A receives a demand from his broker 
to put up more margin because the securities held for 
him have depreciated in value Mr A decides to sell 
securities which realize $15,000 The shares are 
bought by Mr B’s broker on Mr B’s behalf 

Settlement takes place to-morrow 

Tuesday Mr B calls in $15,000 of the call loans he 
has outstanding The broker who had borrowed these 
funds now borrows a bank loan in order to repay B 
B pays the $15,000 to his broker who in turn pays it 
to A’s broker as the price of the shares he bought from 
him Mr A has paid in another $1000 in cash to his 
broker A’s broker uses the $16,000 to pay back to 
his bank 

On this day the volume of loans to brokers granted 
by the banks on their own account has diminished by 
$1000 only, whereas the volume of brokers’ loans on 
account of others has diminished by $15,000 The 
margin debts of customers have diminished by $16,000 

It IS unnecessary to give further examples of the 
transactions leading to the liquidation of brokers’ 
loans The process is not really a very complicated 
one It will suffice to add that it is also possible that 
B may ask for his call loan to be repaid before he 
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decides to purcliase shares In tins case loans to 
biokers from tlie banks for tkeir own account will rise 
for the time being and those on account of others will 
tail The volume of brokers’ loans from the banks will 
fall again later when B buys the low-priced shares 

The fall in the total volume of brokers’ loans follow- brokers’ 

loans fall — 

ing on a break in stock prices comes about essentially 
m three ays 

(Ij speculators whose accounts are undermargined 
pay in what they can afford an order to maintain 
their positions, 

(2) owners of bank deposits buy the shares sold at 
low prices by speculators who are forced to 
reduce their debts , 

(3) owners of funds previously lent out as call 
money buy the shares sold at low prices by 
speculators who are forced to reduce their debts 

What is there to he said about these possibilities 
as regards their effects on the amount of purchasing 
power going to other markets In case (1) sums 
which would otherwise have become effective demand —when 
on the markets for goods are used to repay loans which (Tetors put 
brokers had previously borrowed fiom the banks this 
will result in the disappearance of a certain quantity through new 
of hank assets and of circulating hank deposits There i^a^ealtion^ 
will, of course, be a rise in excess reserves and there- ^£7 ^ 
fore in the capacity of the banks to grant credit to other 
other borrowers, but for the moment there 
undeniably be a deflationary effect This case is the 
real counterpart of the rise m loans from the banks 
to the brokers which had an inflationary effect on the 
markets for goods 

4 I do not mean the psychological effects of the stock market 
crash, but the direct effects of the repayment of brokers’ loans 
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— or when 
holders of 
bank deposits 
buy shares 
from the 
margin 
debtors, 
which mostlj 
means the 
disappear 
ance of idle 
balances 


— or nhen 
call money 
lenders buy 
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debtors 
which lea\ es 
Other markets 
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shows no 
valid eon 
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drawn from 
changes in 
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Case (2) can only be judged if we know bow tbe 
bank deposits of the buyers of the shares would have 
been used if the share purchase had not taken place 
It IS possible, though not very probable, that iunds 
will be withdrawn frone the markets for goods in this 
case also ® It is more probable that the funds will 
come out of idle balances If these now lead, through 
the share purchase, to the eventual wiping out of a 
certain amount of bank credit, there is no net defla- 
tionaiy efiect The raising of the excess reserves of 
the hanks through the cancellation of these inactive 
deposits actually increases the potential supply of new 
credit in the future ® In case (3) where call loans are 
withdrawn in order to purchase shares, and shares are 
sold in order to pay back call loans, there is nothing 
which vould have any effect either actual or potential 
on the effective demand in other markets 

r 

58 The conclusions of the last nine sections are 
sufficient to shake all confidence in the significance 
of the statistics of brokers^ loans As brokers^ loans 
can rise for so many different reasons, it is quite 
impossible to diagnose the situation merely on the 
basis of the aggregate figures for these loans It 
remains impossible, no matter how perfect a correla- 
tion can be shown to exist between the volume of 
brokers^ loans on the one side and the turnover of 
stocks, the level of stock prices or the velocity of 
circulation of bank deposits on the other The most 
naive interpretation of all was that which said that 
brokers’ loans represented credit tied up in stock 

5 Eiteman, if I do not misunderstand him, seems to be of this 
opinion See of cit , / ourtial of Political Economy^ p 690 

s This IS the only point, and a weak one at that, m support of 
those who expect a decline in brokers’ loans to benefit “legitimate 
business ” Tt os somewhat remmiscent of Till Eulenspiegel when 
somebody is glad that there has been a shrinkage of bank balances 
because then it is possible for them to expand again 
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excliange transactions But even rather more 
^^enlightened’’ inteipretations prove to be t^ntenable 
regard is had to the analysis of this chapter 
Take, for instance, the contention that the total oi 
brokers’ loans represents the amount of funds that 
have flowed through the stock exchange into industry , 
or the idea that the truth lies somewhere in the 
middle, i e , that brokeis’ loans repiesent funds which 
have flowed onto the stock exchange, and part of these 
funds flows out into “ productive ” markets and pirt 
IS tied up None of these arguments is tenable 
since a rise in brokers’ loans does not necessarih 
warrant the conclusion that there has been a flow of 
funds onto the stock exchange 

Below is an attempt to draw up a hst of the various 
kinds of operations which may he at the back of an 
increase in brokers’ loans The list is undoubtedly 
incomplete but will nevertheless be sufficient tor^our 
purposes In all cases it is assumed that somebody Ten tj pea of 
has bought securities on borrow'ed funds iTatogToa 

This transaction may be connected with any of the nse m 
AT, , *' brokers’ ioana 

following operations ^lesumma 

(1) industrial corporations have issued new shares, 
received money (bank deposits) for them and 
spent it on real investment, 

(2) individual business men or firms, who had previ- 
ously invested part of their funds in shares, 
have sold shares, received money (bank deposits) 
for them, and spent it on real investment in 
their own businesses, 

(3) individuals, who had previously invested part 
of their funds in shares, have sold shares, 
received money (bank deposits) for them, and 
spent it on consumption, 

(4) individuals, who have made capital gams as a 
result of the rise in share prices, have reahzed 
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their gams, withdrawn them m the form of 
mOney (bank deposits), and spent them jn 
consumption , 

(5) corporations have^ issued new shares but have 
used the proceeds immediately to grant loans 
to brokers, 

(6) individuals or firms have sold shares from their 
holdings but have used the proceeds immedi- 
ately for granting loans to brokers , 

(7) corporations have issued new shares and have 
the money proceeds (bank deposits) in their 
accounts, for a few days, until their use in 
further financial transactions, 

(8) mdmduals and firms have sold old shares from 
their holdings and have the money proceeds 
(bank deposits) in their accounts, for a few days, 
until their use in further financial transactions ; 

(9) corporations have issued new shares and leave 
the money proceeds (hank deposits) lying idle as 
Injuid cash reserves, 

(10) individuals or firms have sold shares from their 
holdings and leave the money proceeds (hank 
deposits) lying idle in their liquid cash reserve 

A real inflow of funds (money capital that has either 
been newly saved, or newly dishoarded, or newly 
Ho infiow of created out of bank credit) has taken place in cases 
^868^ (1-4) and (7-10) In cases (6) and (6) there has been 

no inflow at all, or at least not as far as the end 
effect is concerned (See § § 54, 55, 56 Bank credit, 
for instance, which was created for the purpose of 
paying out funds to the sellers was, if they used it 
for granting loans to brokers, repaid and so dis- 
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appeared again ) In cases fl-4) the funds flowing 
oii?|p the stock market were spent on the markets for 
com^^odities , in cases fl) and (2) they were used foi 
production, and m eases (3j and (4j for consumption 
In cases (7-10) the funds flowing onto the stock market 
were not spent on the markets for goods, in cases (7 
and (8j the monei (hank deposits) continued to circu- 
late in the financial sphere, and in cases (9) and (10) 
it went into the idle cash reserves of pessimistic 
hoarders 

Ifowhere are there any statistical data to show how 
the total volume of brokers^ loans at any time is 
distributed over these ten items To anybody with 
a sense of proportion, however, it would appear that 
cases (7) and (8), the tie-up of funds (bank deposits ^ 
in stock exchange transactions, cannot be responsible 
for more than an extremely small fraction of brokers 
loans Neither can it reasonably be held that ckse^ 
(9) and (10), hoarding by pessimistic holders of money, 
are responsible for the whole or the greater part 
of brokers’ loans as some writers seem to think (This 
topic will be taken up in the next chapter ) 

A high official of the Federal Eeserve System 
expressed only recently the following opinion^ 
are inclined to conclude that the best evidence on 
whether expansion of credit through an increase in 
security loans has a stimulating effect on business or 
is ^absorbed’ by tbe stock market, is to be found in 
data on changes in business volume and in prices ’ 
He proposes to investigate whether ^Hhe expansion 
in business [was or] was not in proportion to the 
expansion in credit if all brokers’ loans are included 
in the credit figures ” Here, then, brokers’ loans on 
account of others are expressly included m the credit 
expansion, and if thev are found not to have resulted 

7 In a letter to the present author dated 22nd Jub, 1937 
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in anj business expansion tlie} aie to be regarded as 
having <)een absorbed by the stock exchange 'Jtie 
preceding sections have demonstrated that this i^oint 
of view IS untenable because an increase in brokers’ 
loans on account of others than banks seldom means 
a further expansion of credit Lending by the seller 
of the shares to the buyer, which finds expression in 
an increase in brokers’ loans, can certainly not lead to 
a business expansion, but neither can it be regarded as 
being ^ ^absorbed by the stock exchange ” 

To lepeat once more our main conclusion figures 
giving the sum total of brokers’ loans tell us absolutely 
nothing about the absorption of credit by the stock 
market 
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THE LIQUID EUIN^DS OF BEAEISH SELLERS 


59 The scare that an enormous volume of fnnds 
might be tied up in stock transactions ^as not taken 
seriously by manj economists of repute Their chief 
argument against this fear of absorption was that the 
^^money work to be done'^ is not increased or not sub- AbsoiptKm 
stantially increased by the turnover on the stock 
market, or that the eftect ot such an increase is transaction^ 
minimized or compensated by the circumstance that negligible— 
the velocity of circulation of the funds used on this 
market is extremely high and, moreover, elastic 
Some authors, however, pointed to another possible 
source of absorption the absorption of liquid funds by 
bearish sellers of shares The cause of absorption may 
perhaps be not the stock market turnover but the hoard- 
ing of sales proceeds by sellers who have withdrawn 
from the market 


Thomas Balogh termed the absorption in stock trans- 
actions as technical absorption’ and contrasted it 
with the absorption due to the hoarding of sales pro- 
ceeds He believed that the first ^^will never be 
altogether negligible” but, nevertheless, will be 
insignificant compared with the second ^ 

John Ma 3 rnard Keynes, who is the most prominent 
of the adherents of the theory of absorption through 


—in com 
panson to 
possible 
absorption 
tbrongli 
* ‘hoarding ’ 
h} sellers 


1 Thomas Balogh, * ‘Absorption of Credit by the Stock 
Exchange,” Amencan Economic EemeWf Vol XX, 1930, p 659 

2 Ibtd , p 660 ” an incomparably more important paraBel 

friction' m the ontflow of circulating media to other markets 
results from the fact that many sellers will decide to use the 
proceeds of their sales to build up cash reserves or to leave them 
with their banks for later nse ’ 
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Loaidiiig attaclied little significance to tlie tlieoiy of 
^Heclinic*"! absorption Keanes tieats tlie stojsi 
exchange tuinoTei a pait of the “financial circula- 
tion’’, it 13 earned out by means of “business deposits 
B Their velocity “is so very high that the 

absolute amount of the variations in the volume of 
money so employed cannot ordinarily be very great 
A rising turnover on the stock exchange may perhaps 
lequire moie of these “business deposits B,” but “on 
account of then very high velocitv of ciiculation any 
necessir\ increase in them is easily supplied without 
much eltect on the suppl"^ of money for other pui- 
poses There is then almost no technical absorption 
^ The main variation in the total demand for money 
lor financial purposes arises in quite a difterent 

way The important element in Mr Keynes’ theory 
IS the efiect of the stock boom on the liquidity prefer- 
encei of many holders of money 

60 Whether an individual will want to invest his 
liquid balances in securities, lend them out, or leave 
them in his hanking account, depends, according to Mr 
Keynes’ theory , on the expectations of the ownei of 
funds regarding the future development of security 
prices and interest rates ^ There are many savers who 
do not take much account of things of this kind and 
keep savings deposits no matter what the state of the 
market (Keynes calls these people the owners of 
“savings deposits A ”) There are, howevei, others 
who hold sometimes securities and sometimes savings 
deposits (These aie the owners of “savings deposits 

3 A Treatise on Moneys Vol I, pp 243 
p 249 

o Ihid , p 256 

6 Ihid , p 249 

7 A Treatise on Money ^ Yol I p 250, Qeneial Theory of 
Employment y Interest ^ and Money, p 170 

130 



iirf iiQUiD rrNDs or bevrish 


m Keynes’ treatment ) Aii\bod^ xiom among the 
laCei group who at anj time IiohK i sabstantiai pari 
of lii^ wealtli in his banking account or in other woriK 
anybody who holdb ^ savings depu^lt^ ’ evidently 
does so because at current prices securities do not seem 
attractive tu him The savings deposits B ^Vompri^e 
what tve will call the ^bear’ position ” They are 
owned by Hhose who would normally be holdeis of 
securities, but prefer for the time being to hold ln[uid 
(laims on cash in the form of savings deposits/’ 
because thej expect ^^that securities will tall in cash 
value There obviously exists therefore a ^'diherence 
of opinion as to the prospects of secuntieb"'^ between 
people ^ho buy securities at tbe prevailing prices and 
the ‘^bear&” who expect the prices to fall and there- 
fore prefer to hold savings deposits 

Keynes goes on to describe four phases of the attitude 
of the market towards securities and savings deposits 
In phase I, bull sentiment becomes increasingly 
general owners of savmgs deposits now piefer to buy 
securities, the sellers are not pessimistic either, but 
are probably merely more optimistic about other 
securities or about other outlets foi their sales 
proceeds, the '^savings deposits B’’ become ‘^business 
deposits’’ and ‘^income deposits ” Thus 'Vhen the 
bullish sentiment is on the increase, there will be a 
tendency for the savmgs deposits to fall ’ This is a 
factor uhich contributes to the general upswing in 
economic activity, because the savings deposits were 
inactive deposits, whereas the business and income 
deposits are active accounts and consequent!} effective 


s TreatisCf Vol I, p 250 Keyneb uses the tenn * beir m i 
much wider sense than it has m stock exchange jargon where it 
usually refers to short sellers 
9 Ibtd , p 251 


Gwneis of 
ninds are said 
to i hcw>ae 
between hold 
lug securities 
or bank 
deposits 


When 

securities aie 
bought w ith 
idle savings 
deposits, 
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mg deposits 
increase 
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When market 
sentiment is 
divided, bear 
lah sellers, 
it IS said, 
turn active 
accounts into 
idle savings 
deposits, — 


purcliasing power ^ Tlie witlidrawal of savings 
deposits in order to buy securities tbus lias ^‘tbe sa^e 
effect on industry as an increase in tbe supply of 
money 

After the rise in security prices has reached a certain 
point, that IS to say, following on the phase in which 
bull sentiment was fairly general, we come to phase II 
in which the sentiment is divided Whule the boom 
18 still going on, some people begin to think that prices 
have already risen sufficiently high This group 
increases m number the higher the prices rise Thus 
v^S’^a-v^s of the ^^bull’’ group there is now a ^^bear” 
group, that is a group who sell their securities without 
reinvesting the sales proceeds ''And if security prices 
go still higher than this, then the volume of savings 
deposits will he actually increased,” Mr Keynes con- 
cludes ^ Just as the ^^bull market with a consensus 
of opinion” turned savings deposits into active 
demand deposits the ^^hull market with a division of 
opinion” causes active demand deposits to become idle 
savings deposits And this has ^Hhe same effects as a 
decrease in the supply of money 

Phases III and IV both relate to a falling market 
On a “bear market with a consensus of opinion” there 
will, according to Keynes, he a general flight of funds 
into savings deposits The deflationary effect is 
obvious On a “hear market with a division of 


1 Since English banks keep the same reserve ratios against 
deposits of afi kinds, the lending capacity of the banks is not 
changed by a transfer of deposits from savings to checking account 
There is, therefore, nothing to compensate the increased velocity 
of circulation of all deposits The same thing happening in the 
United States would increase the required reserves of the banks 
ind thus dimmish their excess reserves If the excess reserves 
were not substantial, the consequent contraction in the lending 
power of the banks would in part compensate the effects of the 
increased velocity of circulation of hank deposits 

2 Ihtd , p 263 

3 Ihtd j p 251 

4 Ihtd , p 263 
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opinion.^’ the situation reverses itself O'vrners of 
Strings deposits begin to think that the fall m prices 
has-been exaggerated, or at least that puces have 
reached their bottom, and so thej start buying and thus 
utilize their savings deposith again 

The relevant phase for our discussion is phase II 
For this relates to the period of advanced boom vfhen 
security prices have risen so high as ‘Ho exceed the 
expectation of some ‘bull* and so influence him to sell 
for cash and join the ‘bear* brigade **^ The 
essential factor, so far as Keynes is concerned, is that 
this bear position, which gradually gains in strength, 
finds expression mainly in a rise in savings deposits 
Demand deposits which had been created by new bank 
credit, and demand deposits which had constituted the —thua, a 
active cash balances of firms and income recipients, are stock market 
used by the bulls to make security purchases, and 
owing to the bear sentiment of the sellers, are trans- increase m 
formed into idle savings deposits It is in this process 
that Keynes sees the risk “of the Financial Circulation the expense 

^ of V)11S1D68S 

stealing resources from the Industrial Circulation **® 


61 In the opinion of many practical bankers, and 
of others, who still hold views that were current fifty 
years ago (and also according to views set forth in 
many a textbook) the deposit of sales proceeds on 
savings account with a bank would not be at all in 
the nature of a deflationary act The banks, it is 
argued, will be enabled to loan out “the funds 
deposited with them ** 

Such views presumably date from times when a 
deposit with a bank usually took the form of a deposit 
of com or notes The reason why these views still 
survive in the days of cheque payments is probably 


5 Qen&rcd Theory, p 170 

6 Treatise, Vol I, p 254 
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that any mdiYidual bank that receives the deposit of 
a cheque diawn on another bank actually does recy^ve 
additional funds If we look at the banking system 
as a vhole, however it is at once clear that when 
cheque payments aie the rule the banks do not receive 
any additional funds when people ^ deposit’’ their 
leceipts with the banks all that takes place is a 
transfer of leseive balances and deposits fiom one 
bank to anothei ‘Deposits” do not put any funds at 
the disposal of the hanks, if all are taken together ^ 

It is undeniable therefoie that depositing funds in 
savings account can eseit a deflationary effect because 
of the switch fiom circulating deposits to idle deposits 
which IS involved And if “bearish selleis” deposit 
their sales proceeds on savings account, it may ha\e 
“the effect of altering the quantity of money avail- 
ably for the Industrial Circulation But is it veiy 
probable that they will do this to any large extent^ 
There is no diiect statistical evidence either for oi 
against this accumulation of savings accounts by 
bearish selleis But if an examination were to be 
made of the oiigm of ail savings deposits, it would, 
in my opinion, come out veiy unfavouiably foi the 
hypothesis that we are discussing It would, however, 
be ungenerous to take the expression “savings 
deposits absolutely literally As is well known, to the 
chagrin of all those who have occasion to deal with 
banking statistics, money “saved” is often left on 
demand deposit, and, on the other hand, firms often 

7 In England the lending cap-icity of the banks is not changed 
when deposits are transferied fiom cnrient to savings account 
hecanse the same reserves are held against all deposits In the 
United States a deposit on savings account -would laise the excess 
reserves since savings deposits require lower leserve ratios if 
the ratio against demand deposits is 20 per cent and the ratio 
against time deposits 6 per cent , a shift of $100 fiom demand to 
tune deposit would release $14 of reserves This is capable of 
resulting gradually in new loans reaching a maximum of $70, still 
leaving a deficiency of $30 of active balances 
s Trmtisei p 264 
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hold part of then cash lesei^es on time deposit Thus 
hvpothe'^is that the pioceeds oi the ^ ile= of shares 
deposited on savings account will gam in plausi- 
bility if we also count under ^sarinos deposits 
sales pioceeda winch aie left unused on demand dtp 
deposit But as we shall attempt to show, there aie 
reasons for thinking that even this interpretation of 
the hypothesis m question fails to gi\e it the import- 
ance that has been attiibuted to it 

Yet another extension of Mr Ke\nes’ h^porhesis 
has, howe\er, to be in ide we ought not to impute 
the rise in ‘‘sayings deposits B/’ which is assumed 
to result from high serurih puces, simply and solely 
to the sales proceeds of bears Mr Kevnes included 
a second ^oiuce current new sa^inas which on account saick 
of the high prices of secuiities are put into savings frighte^ott^ 
account instead of being used to purchase secui ties ^ current 
It IS, of coiiise, c|uite impossible to find ouh whether from ftock 

the sayeis who have deposited their savings proceeds P^ryhasea, 

1 djvert 

on savings account would nave bought securities them into 

instead, if the level of security prices had been lower accounts 

Yevertheless, there is one “theoretiear^ consideiation 

which may give us a clue 8o far as small sa^eis 

in the lower and middle income gioups iie concerned, 

it will he nearer the truth to assume the opposite of 

Mr Keynes’ hypothesis, it ma’v he assumed that such 

people, who would noimally never have thought of 

engaging in stock exchange opeiations become infected This is 

with the geneial speculative leiei and use the lunds, beL\as^/ii6mg 

which they would otheiwise have put in *!.a\ mgs 

account, to bm securities So far as concerns savings saNcrs 

out of largei iucome:;v oi eoiporation sui pluses, it is 

again safe to assume that the avail ible funds will not 


3 Ihid , p 267 ‘ But in so tii is the heais add the proceeds 

of their sates (or of thetr rpfimnmg from buying secuntu), xitih 
thmr current $avtngi>) to the sa\in^s deposits this uses up part of 
the new monev’ (italics mine) 
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be put in savings deposit with, the hanks, when the 
high money rates pievailmg in the advanced stages^>^f 
the speculative boom make it profitable to loan them- 
out at call ^ 

62 Beiore piesenting the evidence which, speaks 
against Keynes’ hypothesis of the hoarding of sales 
proceeds, a short summar;^ may be given of such 
material as there is which might seem to lend support 
to the hypothesis Mr Keynes was confirmed in his 
opinion by the following facts In the United States 
from 1927 to 1929 stock prices rose, and so did brokers’ 
loans and time deposits This common movement 
seemed to Mr Keynes to represent an unmistakable 
correlation He took it as a ‘^perfect statistical test”^ 
of the proposition that a bear-bull position had 
developed of the kind in which the bulls borrow funds 
which the bears deposit on savings account 

Several points may aid in evaluating the^ correctness 
of this interpretation When a bull speculator uses 
either his own money or money borrowed from existing 
funds in order to buy shares from a bear, and the bear 
deposits the proceeds on savings account, demand 
deposits will fall and time deposits will rise This 
IS not what happened in the United States in the period 
in question, for demand deposits rose along with time 
deposits and both stopped rising at the same time It 
a hull speculator borrows money from a bank in order 
to buy shares from a bear and the bear puts his sales, 
proceeds on savings account with his hank, demand 
deposits will rise only for a few hours or a day, that 
IS to say, until the time when the sales proceeds are- 
deposited Thus the volume of demand deposits will 
remain unchanged while time deposits rise This does 
not conform with events in the United States either, 
for as has already been remarked the volume of demand 


^Ihid, Vol II, p 195 
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deposits did not remain constant during tlie time wlien 
deposits were using, the> lose simultuneousl} , 
even it at a slowei rate “ 

Thus, no existing circulating media were withdiawn 
from the ^hndustrial circulation^’ by the piling up 
of savings deposits, and not all of the new circulating 
media deriving from bank credit were turned into 
savings deposits Since demand deposits also rose, 
despite tbe rise in savings deposits, tbe most that 
might be said is that only part of tbe continual expan* 

Sion of bank credit led to an increase in tbe active 
ciiculation while a large part was placed on savings —and their 
deposit where it was inactive But even this cannot 
be proved First of all it has to be remembered that 
in tbe United States transfers to time deposit, owing of time 
to tbe lower reser\e ratio held against tbe latter, 
release bank reserves, thus making it possible for tbe 
credit expansion to go further than would otherwise 
be tbe case Furthermore, it is very doubtful whether 
tbe piling up of savings deposits really did mean that 
active circulating media became idle Tbe following 
consideration is evidence to tbe contrary 

2 The data given by Mr Keynes are not rehable since the}- 
are taken from the figures of only those banka which issue weekly 
reports, instead of from the figures of all banks The weekly 
reporting banki> are not for all purposes a representative cross 
section of the entire banking system Mr Keynes' statistics 
{Treattsti Vol II, p 190) show a rise of 2 5 per cent m demand 
deposits from 1926 to 1929 and a rise of 21 5 per cent in time 
deposits The figures for all banks are, however, as follo-vvs 


1926 

Demand 

Deposits 

(Adjust^) 

21,707 

Increase 

or 

Decrease 

Time 

Deposits 

25 no 

Increase 

or 

Decrease 

1927 

22,462 

+755 

26,813 

+1705 

1928 

22,738 

+276 

28,933 

+2120 

1929 

22,744 

+ 6 

28,795 

~ 138 


These figures ’which are all in millions of dollars and represent the 
position on 30th June each year, are based on the Reports of the 
Federal Reserve Board and have been taken from Lauchhn Currie's 
The. Supjpli! and ContTol of Money m the United States (pp 33 
and 70) Demand deposits show an increase over the whole period 
of $1057 million or 4 78 per cent , and time deposits show an 
increase of $3685 million or 14 67 per cent 
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— because 
this growth 
was dne to a 
switch of idle 
balances, — 


— as can be 
seen from the 
increased 
velocity of 
eircniation 


A Cl edit expansion part of wliicli leads to tjie 
piling np of idle savings deposits, must lead ^ a 
substantial decrease in tlie average velocity of cirbula- 
tion of total bank deposits One of tbe most important 
facts in a veiification of Keynes hypothesis ‘would, 
therefoie be a fall in the velocity of circulation of 
bank deposits In reality, however, then velocity of 
circulation neither declined nor even remained 
const int, but lose shaiplj The rise was steepei and 
more general than could be explained perhaps by 
leference to stock exchange opeiations and related 
transactions TTliat then was the rest of the explana- 
tion^ Evidently a substantial part of the nse in the 
velocity of circulation was due to a change, which was 
observable in that peiiod, in the attitude of firms 
toward various forms of liquid assets firms began 
to hold a smaller pait of then liquid funds m the 
form of demand depositb than had been customary in 
the past Many firms lent out their cash balances at 
call, and otheis (often upon request of their bankers) 
held time deposits instead of demand deposits Both 
factors led to an increase in the velocity of circulation 
In the one case cash balances, which had previously 
been held as idle reserves, became woiking balances 
of othei firms, and in the othei case idle cash reserves 
were lemoved from demand deposit and placed on 
time deposit This had the obvious efiect of increasing 
the average velocity of circulation of demand deposits , 
and, if the increased lending capacity of the banks 
was used to create new demand deposits, the velocitv 
of circulation of all deposits was bound to be laised ^ 

According to my hypothesis the gi owth of time 
deposits and the nse in the velocity of ciiculation 

^ Cf Woodlief Thomas, ‘Use of Credit in Secuiity Specula 
tion, imencan Economic Beiieu, Vol XXV, supplement 1935, 
p 25 ‘Thiis supply of funds came m part fiom a shifting of 
deposits from the demand to the time category, which released 
reserves ** 
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^an be explained is interdependent parts ot one pio- 
CiSS ill Ke'^nes li} potliesits leaves tlie fact ot the 
use in tlie velocity ot circulation -witliout explanation, 
indeed, this use in the velocitv of ciiculation max he 
regarded as dispioving hiri hypothesis In ilr Kejnes 
hypothesi>> the rise in time deposits repre«;ented the 
transformation of active demand deposits into idle 
time deposits, hence a hoarding pioress In mv 
hypothesis theie was a substitution of time deposits 
for inactne demand deposits xiih a consequent itdei^e 
of leserves enabling the banks to cieate <i( tne demand 
deposits, hence a dishoarding pio(ess 

The suggestion tint the beais may hay e hoarded then 
sales pioceeds in the form of idle demand deposits has 
no moie seiuie a foundation than the sivings deposit 
hypothesis Foi if demand depusits had been kept idle 
there yvould have been a dimmution of the velocity oi 
circulation The sensational use in the velocitv of 
circulation in that period is so notorious that the 
statistics need not be lepioduced here 

FTo statistics Tie necessary to prove that there did 
exist a bear position We know for a fact that there 
were many people who sold their shares because they 
thought the prices had been driven too high But 
there is nothing in the available statists s to shoyv that 
these selleis hoaided a substantial part of their sales 
pioceeds and so took money away lium the ‘ mdustiial 
ciiculation ^ 

63 Statistical proofs are nevei of anv value, and 
statistical disproofs aie seldom so, unle&s they can 
be rationalized by theoretical analysis of the causal 
relationships We have shown tint no Hafistical 

^ Cf Chaileb 0 Hiidy, Credit Pohcieb t>f fhf I ederal 
Svatein, p 172 It is to be empbasi'^ed that there is 

not the slightest e\idence that theie "\as any «;erious locking up of 
deposits m speculition in 1928 29 
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Bearish 
sellers regard 
call loans as 
jiist as liquid 
as money, — 


— and highly 
profitable too 


evidence could be found for the alleged hoarding b/ 
bears wKo sold out It remains to give the Teas(4is 
why it IS improbable that sellers of securities, during 
a stock maiket boom will hoard their sales proceeds 
It IS no doubt true that anybody who is expecting 
a break in share prices will prefer to he ^ ^liquid 
But it is not true that the only way to procure thia 
liquidity IS to hold cash or bank deposits, or that 
it IS in fact procured in this way Loans which are 
perfectly secure and can be recovered at any time are 
as good as cash for satisfying the demand for 
liquidity ^ Call loans are loans of this kind, and even 
if they aie not defined as money they are often 
legarded as just as liquid as money Sellers of shares 
who want to wait for share prices to fall can satisfy 
their desire for liquidity perfectly well without cash 
or b^nk deposits, by lending their funds at call 
Low interest rates encourage the holding of higher 
leserves of idle cash A rising stock market meana 
that corporations are able to obtain capital more 
cheaply This may have led some people to suppose- 
that corporations, with money so cheap, will most 
piobably hold higher cash reserves But while it is 
true that the high stock prices mean cheaper borrowing 
facilities for corporations, it would he quite wrong to 
suppose that for this reason the holdmg of idle funds 
will not cost much The cost depends not on the con- 
ditions on which one happened to obtain something 
but on the alternative ways of using it (i e , ‘^oppor- 
tunity costs^') Even if the corporations had obtained 
their new funds almost gratis, they would still consider 
that it “costs’’ them 6 or 8 or 10 per cent , according 
to the prevailing rates on call money, if they refrain 
from loaning out their funds at call 


5 F Lavingfcoii put strong emphasis on this point in his explana- 
tion of “the pnce of pure waiting, the net rate of interest Se& 
The Wnghsh Capital Marlet^ pp 92 
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Wlien lioldeis of securities are induced to sell out 
^“^cause they think that share prices have hern driven 
too high these sellers will at the same time have 
the incentive to lend out their sales pioceeds because 
of the high inteiest rates which bulls are prepared 
to pay for call loans The bearish seller who operates 
on a large scale will not leave his sales proceeds on Thebeamh 
savings deposit, nor will he leave them in his checking tu the bullish 
account he will place them at the disposal of the 
stock maiket What this comes to is that the hear or 

who sells lets the bull who buys owe him pa'^ment 
and he does not therefore receive anv funds to hoard 
The concept of “liquidity preference'^ is confusing 
unless it IS constantly remembered that opinions fluctu- 
ate concerning the obiects which are suitable foi 
satisfying the desire foi liquidity If liquidity prefer- 
ence IS hv definition related exclusively to cash and It the bear 
bank deposits, it is wrong to conclude that a strengthen- c^^^itutea 
mg of the bear position will raise liquidity preference in tor 

this narrow sense, for the supply of perfect “liquidity 
substitutes^ in the form of sight claims against bulls 
might at the same time be increased so much as to 
leave the net demand for cash and bank deposits 
unchanged If, however, we define liquidity prefer- 
ence m a wider sense so that it relates to all objects 
which are considered by individuals and firms to be 
jnst as liqnid as cash and bank deposits, then it is 
certainly trne that a strengthening of the bear position 
will involve a raising of liquidity preference in this 
broad sense , but in this case it is wrong to put the 
liquidity function against the available quantity of 
cash and bank deposits since the supply of “objects 
of liquidity preference” is not an independent van- --the bull 
able If the bear position is described in terms of 
a demand for liquidity, then it has to be recognized hqmd assets 
that the bull position, through its borrowing, brings borro^ng^ 
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With, it a supph oi liquid assets it creates ‘^liquid'^ 
sight obligations ^ ' 


64 In short, it is anything but piobable that the 
stock boom uill lead io the piling up of idle cash 
leserves by sellers of securities It was pointed out 
in the previous thaptei that a substantial part of the 
rise in brokers’ loans was to be interpreted as lending 
by the sellers to the buyers Thus we have no use 
for Mr Keynes’ interpietation according to which 
biokers' loans vere emplo;^ed to finance the holding 
of cash by tbe selleis 

Incidentalh , there aie passages in Mr Keynes’ 
Treatise which fit in with my own explanation He 
says for example ^^But the fact that the technique 
of the New York market allows an important propor- 
tion of the ‘hear’ position to be lent directly to the 
‘bullh’ without the inteipo&ition of the banking 
system facilitated immense fluctuations in the 

magnitude of this position without the disturbance to 
the Industrial Ciiculation In other words the 
bear position consisted here not in the piling up of 
savings deposits or idle cash balances, but in the lend- 
ing of the purchase price to the buyer In this case, 
however, the bear position would not be deflationary 


^ Mr Keynes hypothesis of the “buli bear position * and the 
“speculative motive ’ for holding cash, is a comer stone of his- 
Treatise and of his General Theory “When stock prices have 
risen beyond a certain point, the machinery of the two views^ 
functions” {Treatise, Vol II, p 195) ^The individual who 
believes that future” security prices will be below the prices 
* assumed by the market has a reason for keeping actual liquid 
cash (General Theory, p 170 , m the General Theory the argument 
runs, of course, more in terms of future interest rates than m terms 
of future security prices) An excellent critique of the Kejmesian 
hypothesis is to be found in an article by L M Lachmann, 
“Uncertaintv and Liquidity Preference,” Economica, Vol IV, Nev, 
Sei les August 1937 

" Treatise, Vol II, p 196 The clause ‘ without interposition 
of the banking system” means without encroaching on bank reserves 
and relates to the loans granted to brokers by the banks “on 
account of others ” 

U2 
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it would invohe neitlier a in savmas depo^itfa 
nfh" an increase lu the “hnanciai eiiculatioii Tlii^ 

1^ equivalent then to Mr Kevne> uncoiif einedlu dis- 
carding hi^ own hypothesis 

It would of couise be pos<r.ble tor Loth Linds of 
bear position to exist aide bv side Manv seliera who 
think stock prices aie going to tall may loan out then 
monej while othei selleis ma\ keep it in cash oi on 
savings deposit The latter possibility becomes moic 
plausible if we assume that mam of the sellers who 
aie neivous about the high stock puce- aic people of 

small means, who neither have the notion that it I's 

- niuhthotol 

possible to lend money at call nor have the connexion'- whiU 

which aie necessary for can yang out tiansactions of ' 

that kind Bnt this would be the exception i ithei 
than the rule, as is cleai from the fact that it l^ 
precisely the small man who holds onto his stocks —bat usually 
longest, and that it is the expeiienced bpeculatoi and speculator 
the capitalist who sell out at high puces Expeiienced bia 

capitalists, however, have better ways of using then stocks 
funds than to put them into a savings account (or a 
^Hhnft pass book’’) at a bank ® 

If a classification were made of the various uses to 
which people put the sales proceeds from tlieir stocks 
sold while prices were still rising, the item “deposits 
on savings account” would probably be almost negli- 
gible Leaving out the item “purchase of other 
securities” (which is done with the brokeiage deposit 
and, thus, requires neither cash nor credit) the classi- 
fication would contain the items “purchase of means 

s Profesaor John H Williams has also remarked on K^nes 
inconsistency In his irticle on The Monetaiy Doctrines of J M 
Keynes ’ in the Quarterly Journal of EconomicSy 1931, Vol 45, p 
569, he said “But, &o far as I can see, the savings deposits viere 
m effect, never made if they were loaned out again by then 
holders the holders cannot have them and not have them at the 
same time 

y See also Keynes, Treatise, Vol I, p 252 
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ST0CKM4.RKET, CREDIT AND C4.RITAL FORMATION 


of pioduction^’ and ^^piircliase of consumers^ goods/’ 
followedt by ‘^sbort term lending” (loans to brokeruj, 
The liquidity and finally ^‘repayment of debts ” Among the sellers 
most^bransh^ anything with their sales proceeds, 

^^^^msedby ^ost important g'ronps, in the phase of rising 
making call stock prices and high call rates, are the capitalists 
repayin”^^^ lend their funds, and speculators who pay back 

debts funds which they had borrowed previously The fi.rst 

group takes advantage of the high interest rates on 
the money market by lending and is liquid without 
hoarding, the second group becomes more liquid bv 
paying back debts and has nothing to hoard 
The period of rising stock prices and high call rates 
IS thus, even if there is a division of opinion about 
the future course of stock prices, not a period of 
heavy hoarding by those who sell stocks In the 
advanced stages of the boom there may perhaps be 
a few cautious small investors who get Out of the 
market in time and acquire savings deposits, hut their 
action IS undoubtedly outweighed by that of other 
small investors who, as a result of the long lasting 
rise, succumb to the temptation and use their savings 
deposits to purchase securities 
When the stock crash finally comes, when bull 
sentiment has vanished and stock prices fall, there 
will first of all be sales which again do not lead to 
the piling up either of idle cash reserves or of savmgs 
deposits the sales which take place at the time of 
the crash consist predominantly of the selling out 
of accounts that became undermargined These 
Onl:^after^he unfortunate sellers do not receive any funds that they 
margin debts could hoard At this stage call rates are still attrac- 
rates enough to provide a profi.table outlet for the 
low, will funds of those sellers who have any funds to receive 
It IS not until the bear market has ^%ettled down” 


aellera 

^cnmulate 


to a general pessimistic feeling, a low level of brokers’ 
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loans and low call rates^ that the piling up of idle 
bank deposits described bv Mr Eevnes ta’ es place 
to an} considerable extent 

The yaiious consideraLons advanced in this chapter 
make it appear improbable that the speculative boom 
on the stock market will lead in an\ substantial 
measure to the absorption ot circulating media or 
bank credits through the induced demand for liquidity 
on the part of bearish sellers It is absolutely T^je hi^u 
impossible to ascribe the heavy nse in brokers^ loans 
during the boom entirelj or in large part to the 
piling up of idle bank deposits by bearish sellers 

10 profestsor Howard S Ellis accepts Keynes Inpcthe^is See 
op cit ^ p 386 “In any e%eiit, the conscious retention of funds in 
idleness, whether described accuriteK in teinis of neutralized 
bank reser\es, or more loosely under the aspect of biokeia loans or 
the appearance of weaker hands consntutes i demonstrable ground 
for credit absorption ” Profesojr Ellis his taken the retention 
of funds in idlenesis’ as gi^en and his not examined the fac^s to 
see whether it is a pheiinmenon \ hich ledK does at company the 
stock boom 



